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ABBREVIATIONS

The following abbreviations in current use and formerly used will
appear in material published in the Bulletin,

A B, etc.—The names of individuals.
ARR.—Committee on Appeals and Review recommendation.

A.T.—Alcohol and tobacco tax ruling.

B.T.A.—Board of Tax Appeals.

C.B.—Cumulative Bulletin.

C.F.R.—Code of Federal Regulations.

Ct. D.—Court Decision.

Del. Order—Delegation Order.

D.C.—Treasury Department circular.

E.O.—Executive Order.

E.T.—Estate and gift tax ruling.

Em. T.—Employment tax ruling.

F.A.A.A.—Federal Alcohol Administration Act.

F.R.—Federal Register.

G.C.M.—Chief Counsel’s memorandum (formerly General Counsel’s
memorandum).

L.R.B.—Internal Revenue Bulletin.

IR-Mim,.—Published IR-Mimeograph.

I.T.—Income tax ruling.

M,N,X,Y,Z, etc—The names of corporations, places or businesses,
according to context.

M.T.—Miscellaneous tax ruling.

Mim.—Published mimeograph.

0.D.—O0ffice Decision.

P.L.—Public Law.

P.S.—Pension, profit-sharing, stock bonus or annuity plan ruling.

Rev. Proc.—Revenue Procedure.

Rev. Rul.—Revenue Ruling.

R.S.—Revised Statute.

S.M.—Solicitor’s Memorandum.

Sol. Op.—Solicitor’s Opinion.

S.P.R.—Statement of Procedural Rules.

S.R.—Solicitor’s Recommendation.

S.S8.T.—Social Security Tax.

S.T.—Sales tax ruling,

Stat.—Statutes at Large.

T.C.—The Tax Court of the United States.

T.D.—Treasury Decision.

T.I.R.—Technical Information Release.

U.S.C.—United States Code.

2 and ¥ used to represent certain numbers and when used with the
word ‘‘dollars” represents sums of money.
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FOREWORD

The Cumulative Bulletin is prepared in five parts, as follows:

I.

II.

IIL.

Iv.

Part 1 includes rulings and decisions which are based on the
application of provisions of the Internal Revenue Code of 1954
and, unless otherwise stated in the ruling or decision, are pub-
lished without consideration as to any application of the pro-
visions of the Internal Revenue Code of 1939 or other related
publiclaws.

Part 11 includes rulings and decisions which are based on the
application of the Internal Revenue Code of 1939 and other
public laws except those pertaining to the wvarious alcohol
taxes; and, unless otherwise noted therein, they are published
without consideration as to any application of the provisions
of the Internal Revenue Code of 1954. Part II is subdivided
into three subparts according to matters issued under the
Internal Revenue Code of 1939 (Subpart A), the Federal Fire-
arms Act (Subpart B), and rulings and decisions under other
public laws (Subpart C).

Part III contains rulings and decisions pertaining to the various
alcohol taxes. This part is subdivided into two subparts
according to matters issued under the Internal Revenue Code
of 1954 (Subpart A), and the Federal Alcohol Administration
Act (Subpart B).

Part 1V contains Tax Conventions. (Public Laws pertaining to
internal revenue matters enacted by the Second Session of the
87th Congress on or after May 24, 1962, together with their
related Committee Reports and a digest of all tax legislation
enacted during the Second Session, which normally would have
been included in this Part of this Cumulative Bulletin, have
been consolidated and are published in Internal Revenue
Cumulative Bulletin 1962-3.)

Part V is devoted to administrative, procedural, and miscella-
neous matters. The weekly Internal Revenue Bulletins con-
tained Part VI consisting of items of general interest; those
items are not reproduced herein.

(x111)






INTRODUCTION

The Internal Revenue Bulletin is the authoritative instrument of
the Commissioner of Internal Revenue for the announcement of offi-
cial rulings and procedures of the Internal Revenue Service, and for
the publication of Treasury Decisions, Executive Orders, tax conven-
tions, legislation, and court decisions pertaining to internal revenue
matters. Other items considered to be of general interest are also
published in the Bulletin, such as announcements relating to proposed
regulations published with notice of proposed rulemaking, announce-
ments relating to decisions of the Tax Court of the United States,
announcements of the disbarment and suspension of attorneys and
agents from practice before the Internal Revenue Service, supplements
to the Cumulative List of Organizations contributions to which are
deductible under section 170 of the Internal Revenue Code of 1954,
Delegation Orders, etc.

It 1s the policy of the Service to publish in the Bulletin all sub-
stantive and procedural rulings of importance or of general interest,
the publication of which is considered necessary to promote a uniform
application of the laws administered by the Service. It is also the
policy to publish all rulings and statements of procedures which
supersede, revoke, modify, or amend any published ruling or pro-
cedure. Except where otherwise indicated, published rulings and
procedures apply retroactively. Rulings and statements of proce-
dures relating solely to matters of internal management are not
published. However, statements of internal practices and procedures
affecting rights or duties of taxpayers, or industry regulation, which
appear in internal management documents, are published. Revenue
Rulings and Revenue Procedures are based upon rulings and internal
management documents prepared in the various divisions of the Na-
tional Office, including the Office of the Chief Counsel for the Internal
Revenue Service. In the preparation of these, caution is exercised
to conceal the identity of the taxpayer, as well as any confidential
personal and business information.

Revenue Rulings and Revenue Procedures reported in the Bulletin
do not have the force and effect of Treasury Department Regulations
(including Treasury Decisions), but are published to provide prece-
dents to be used in the disposition of other cases, and may be cited
and relied upon for that purpose. No unpublished ruling or decision
will be cited or relied upon by any officer or employee of the Internal
Revenue Service as a precedent in the disposition of other cases.

Since each published ruling represents the conclusion of the Service
as to the application of the law to the entire state of facts involved,
Service personnel and others concerned are cautioned against reaching
the same conclusions in other cases unless the facts and circumstances
are substantially the same. In applying rulings and procedures pub-

(1)
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lished in the Bulletin, personnel of the Service and others concerned
must consider the effect of subsequent legislation, regulations, court
decisions, rulings and procedures.

Each published ruling is designated as a ‘“Revenue Ruling,” and
each published procedure is designated as a “Revenue Procedure.”
These should be cited by reference to the year of issuance and the
Baulletin and page where reported. Thus, Revenue Ruling No. 97
for 1962 should be cited as ‘“Rev. Rul. 62-97, C.B. 19622, 210.”
Similarly, Revenue Procedure No. 17 for 1962 should be cited as
“Rev. Proc. 62-17, C.B. 1962-2,407.” Revenue Rulings are keyed to
the applicable sections of the Internal Revenue Code and regulations.

Internal Revenue Cumulative Bulletin 1962-2 contains all rulings,
decisions, and procedures pertaining to Internal Revenue matters
published in the weekly Internal Revenue Bulletins 1962-27 to 1962
53, inclusive, for the period July 1 to December 31, 1962. It includes
an index to all matters published during the year in the weekly In-
ternal Revenue Bulletins and consolidated in the Cumulative Bul-
letins. It also contains a cumulative list of announcements relating
to decisions of The Tax Court of the United States published in the
Internal Revenue Bulletins in 1962.

Public Laws pertaining to Internal Revenue matters enacted by
the Second Session of the 87th Congress on or after May 24, 1962,
together with their related Committee Reports and a digest of all
tax legislation enacted during the Second Session, have been con-
S%Ii(ziated and are published in Internal Revenue Cumulative Bulletin
1962-3.

2

The contents of this publication are not copyrighted
and may be reprinted freely. A citation of the Cumulative
Bulletin as the source would be appropriate.




THE TAX COURT OF THE UNITED STATES

CUMULATIVE LIST OF ANNOUNCEMENTS RELATING
TO DECISIONS OF THE TAX COURT OF THE UNITED
STATES PUBLISHED IN THE INTERNAL REVENUE
BULLETIN FROM JANUARY 1, 1962, TO DECEMBER 31,
1962, INCLUSIVE

It is the policy of the Internal Revenue Service to announce in the
Internal Revenue Bulletin at the earliest practicable date the de-
termination of the Commissioner to acquiesce or not acquiesce in a
decision of The Tax Court of the United States which disallows a
deficiency in tax determined by the Commissioner to be due. Notice
that the Commissioner has acquiesced or nonacquiesced in a decision
of The Tax Court relates only to the issue or issues decided adversely
to the Government. Actions of the acquiescences in adverse de-
cisions should be relied on by Revenue officers and others concerned
as conclusions of the Service only to the application of the law to the
facts in the particular case. Caution should be exercised in ex-
tending the application of the decision to a similar case unless the
facts and circumstances are substantially the same, and consideration
should be given to the effect of new legislation, regulations, and rulings
as well as subsequent court decisions and actions thereon. Acquies-
cence in a decision means acceptance by the Service of the coneclusion
reached, and does not necessarily mean acceptance and approval of
any or all of the reasons assigned by the Court for its conclusions.
No announcements are made in the Bulletin with respect to memoran-
dum opinions of The Tax Court.

The announcements published in the weekly Internal Revenue
Bulletins are consolidated semiannually and annually. The semi-
annual consolidation appears in the first Bulletin for July and in the
Cumulative Bulletin for the first half of the year and the annual
consolidation appears in the first Bulletin for the following January
and in the Cumulative Bulletin for the last half of the year.

The Commissioner ACQUIESCES in the following decisions:

Report
Taxpayer Deocket No.
Volume | Page
Alabama-Georgia Syrup Co.,etal __________________ { g%ggg } 36 747
American Biscuit Co.4_____________________________ ¢ 74625 32 39
Atchison, Topeka & Santa Fe Railway Co., The 3. _____ 73138 36 584
- Atlas Oiland Refining Corp___ . ______________.._____ { ;ggég } 36 675
See footnotes at end of table,

674924°—63——2 (3)
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AcquiescEnceEs—Continued

Report
Taxpayer Docket No.
Volume | Page

Basila, Basil F.,etux______________________________ 61738 36 111
Beeghly, L. A, etux3_ _____  ______________________ 73163 36 154
Blechman, F. O, etux_____________________________ 54480 36 292
Brenhouse, 8. E. Maitland_ ________________________ 74134 37 326
Brooks, Merle P, etux.__._________________ S 83488 36 | 1128
Brout, Albert T__ .. 54479 36 202
Butler, George A, etux___________________________ 69489 36 | 1097
Cain, Ruby Louise, transferee of the estate of Martha

King Disborough _____________________________ 84944 37 185
Capital Candy and Cracker Co.f____________________ @ 74626 32 39
Carlucei, Cosimo A________ . _______ . ___._______ ?5033 37 695
Carpenter, Janes A, et al________________ JE { 78210 } 36 797
Castendyck, J. Ross, et ux_._______________________ 83093 37 650
Challenge Manufacturing Co_______________________ 83092 37 650
Chatom Co., Ltd.3______ .. _______ _ __ ___________ 76666 36 540
Clark, R. Vernon, estate of, St. Louis Union Trust

Co. and Wilbur B. Jones, co-executors, transferee.. _ 63359 36 395
Creech, 8. W.,etux___.._____ ___________________ 81317 36 703
Disborough, Martha King, estate of, Ruby Louise

Cain, transferee '_.____ _________________________ 84944 37 185
Drucker, A. L. ebux._________ . ___________________ 54478 36 202
Dyer, J. Raymond, et ux______.__________________ = 82560 36 456
Electric Tachometer Corp., The_____ . ______________ 84605 37 158
Elsia Company__..___ . __________._________ 88889 38 330
Emerson, Sam W., Co., The____________.___________ 86754 37 1063
England, J H_.___________________________ 69416 37 1150
Everybody’s Macaroni Cod________________________ e 74627 32 39
Falk, Emanvuel E,etal ________________ __________ 54777 36 292
Fisher, Carl G., estate of F. R. Humpage and C. W.

Chase, Jr., executors..._________________________ 26856 17 1625
Fleet Carrier Corp___._______ ____________________ 80911 37 527
Gale, Margaret R., estate of, Henry M, Channing,

executor ' ____________ ______________________ . 71642 35 215
Gillette Co., The_.______________________~"="7""""" 84732 37 496
Glasgow Village Development Corp_...____________ 80624 36 691
Gramm, Christian K., estate of 25___________ 27511 17 1063
Gramm, Theodore L., et al, executors of estate of

Christian K. Gramm 25__________ _______ 27511 17 1063
Hannegan, Irma, transferee.________ _________ 63353 36 395
Hannegan, Robert E., Trust, Irma Hannegan and

Mercantile Trust Co., trustees, transferee__._______ 63354 36 395
Hayward, Charles A., etux____________ ____ "~ 73960 37 78
Hayward, Max E., etux____________________ "~~~ 74003 37 78
Hendrick, Hobart J., et ux_____________________ " 81690 35 1223
Hirshberg, Charlotte R., administratrix of estate of

Michael G. Rudniek . _________ _______ 83247 36 1021
Holtz, Leon, estate of 2 ____________ 77" 88457 38 37
Hopkinson, Bessie B.6_____________~ """ "TTTTTTT s 97014 42 580
Household Produets, Ine4____________ " "7""°°" a 44809 24 594
Humpage, F.R.7_______________._____ T 26855 17 1625
Interior Securities Corp__________________________ 88886° 38 330

See footnotes at end of table.
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AcquissceNcEs—Continued

Report
Taxpayer Docket No.
Volume | Page

Jaewill, Ime__.___________________________________ 88887 38 330
Keller Street Development Co_____________________ 71919 37 559
Kimble Glass Co_____________________________.___. 59484 35 1238
LaRue, Herbert M., et ux_________________________ 79209 37 39
Lichterman, Martin J., et ux_______________________ 75671 37 586
Limpert, Dorothy H___ __________________________._ 86361 37 447
Lounsbury, Aton F,, et ux________________________ 82244 37 163
McKinley, Corporation of Ohio3___________________ 78001 36 1182
Moberg, Theodore E., et al ®._____________________. 47880 35 773
Moberg, Vern H., et al ®_ _________________________. 47925 35 773
Mundy, James C,, 11T, et ux. ... __________________ 81316 36 703
Mundy, William D., estate of, Joan B. Mundy, -

executrix and individually. ______________________ 81315 36 703
Nealy, Richard E., etal .. ... { T 8| 797
Newman & Company, Ine_______________________. 74288 36 259
Old Town Corp... . . 81740 37 845
Owens-Ilinois Glass Co__ ________________________.. 64203 35 1238
Pacific Coast Biscuit Co.4__________________________ ¢ 71588 32 39
Paolozzi, Alice Spaulding 25________________________ 46543 23 182
Pepper, Morton, et ux____._______________________. 70630 36 886
Peters, Ralph B, etux____________________________ 78672 37 799
Petersen, Edwin M,, executor of Flora M. Petersen, 73870 } 35 062

and Edwin M. Petersen, individually______________ 73871
Petersen, Flora M. estateof . ______________________ 75864 35 962
Pittsburgh Milk Co.5__ ____________________________ 40271 26 707
Pittsburgh Milk Co., Dissolves *____________________ 48226 26 707
Provident Tradesmens Bank and Trust Co., executor

of estate of Leon Holz__________________________ 88457 38 3
Rio Grande Building and Loan Association_________. 72236 36 657
Roberts & Porter, Ine_____________________________ 83515 37 23
Roe, George L. _____________ .. 77318 36 939
Roe, George L, et ux_____________________________ 77317 36 939
Roe, Howard T., estate of ______ [ 77315 36 939
Roe, Howard T., estate of, and Eleanor Roe_________ 77316 36 939
Rudnick, Michael G.,estate of *____________________ 83247 36 1021
Sabelis, Theodore, et us...________________________ 82674 37 1058
Saigh, Elizabeth Lewis, transferee_________._______. 63355 36 395
Saigh, Fred M., Jr., transferee________________..____. 63356 36 395
Salomon, Jean, transferee___________________.______. 63358 36 395
Salomon, Sidney, Jr., transferee___________________. 63357 36 395
Siegel, R. Lawrenee_______ . ____.___.___ 70915 36 886
Tacoma, Biscuit and Candy Co.to__________________ e 74628 32 39
Vander, Weele, Frederick 25______________________. 53223 27 340
Vander Weele, Sarah Gilkey 25____________________. 53%2% 27 340
Vaughan, F. C.,etal_____.__________ . _______ { 25923 } 36 350
Vaughan, Floyd C__________.____________________. 57162 36 350

See footnotes at end of table.
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Acquiescences—Continued

Report
Taxpayer Docket No.
Volume | Page

Vaughan, Floyd C., eb uX. o oonomeeaoooo { ggégz } 36 350
Vaughan, P. W______________._.o._._ { e |} 38| 350
Vietzke, Paul C. F., et ux. . . _________________ 87819 37 504
Vinocur, David A., transferee of Pittsburgh Milk Co.5. 40273 26 707
Vinocur, David A., transferee of Pittsburgh Milk Co.,

Dissolved 8_ _ _ _ . ____+_ .. 48223 26 707
Vinocur, David A., et al., trustees for the benefit of

Judy Tucker and Shirley Tucker, transferees of

Pittsburgh Milk Co., Dissolved 8_________________ 48228 26 707
Vinoeur, Louis M., transferee of Pittsburgh Milk Co.5_ 40275 26 707
Vinoeur, Louis M., transferee of Pittsburgh Milk Co.,

Dissolved 8_ ____ o o__-__- 48224 26 707
Vinocur, Morris, transferee of Pittsburgh Milk Co.8 40274 26 707
Vinocur, Morris, transferee of Pittsburgh Milk Co.,

Dissolved 8_ __ oo 48225 26 707
W. & W. Pickle and Canning Co___._______________ 82359 36 747
Watson, A. L., estate of, Oscar G. Schaefer, adminis-

trator, transferee__ . _ . __ . ____________ 63352 36 395
Wellworth Realty Corp. oo oo 88888 38 330
Whitfield, L. B, €6 WX ---oceooo oo { S0 86| 77
Wilson, Clarence T., et UX__._________________.___ 80793 36 691

The Commissioner does NOT ACQUIESCE in the following deci-

sions:
Taxpayer Docket No. Report
- Volume | Page
Beeghly Fund, Leon A_____ . _____________________ 55061 35 490
Borner, A. Carl, estatcof 110_____ _________________
Borner, Bertha J., executrix of estate of A. Carl 39669 25 584
Bormer *®____ __ . __
Brockway, Don Murillo, estate of 11________________ 24446 18 488
Carnell, Edward, estate of 1______________________ 39556 25 654
Cavanagh, John E, et ux_____________ _____________ 83525 36 300
76778
Commercial Shearing & Stampling Co_______._______ { 84338 ] 36 433
85427
Gillespie Trust, F. AB____ o __ 31437 21 739
Herr Arlean 1.2________ . _____ 78089 2
Herr, Robert F2_________ o .___ 78090 gg ;32
Kelley, J B. AU 64133
elley, James B., et alM___ . ______________._______ { 64134 32 135

See footnotes at end of table,
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NownacquiescENcEs—Continued

Taxpayer Docket No. Report _
Volume| Page

Lake Forest, Ine . __.___________________________ { g(g)g} } 36 510

Lehman, Robert ¥S_____ _____ .. ________________. 28236 17 652

Minzer, Sol, et ux__ . ____ ______ . _________ 63080 31| 1130

Moberg, Theodore E, et ux®. _______ ______________ 47880 35 773

Moberg, Vern B, etux®_________ ________________ 47925 35 773
Provident Trust Co. of Philadelphia, et al., executors

of estate of Edward Carnall 1 2___________________ 30556 25 654

Safra, Meyer J., et ux 26 __________________________ 29823 30 1026

Shea, J. J,etux_ . _________________________ 79886 36 577

Sullivan, Dorothy (formerly Dorothy Douglas) 17____. { ggg;g } 27 306

Union National Bank of Youngstown, Ohio, trustee

for the Leon A. Beeghly Fund._____..____________ 55061 35 490
Vease, Elizabeth W_, estate of '.___________________
Vease, James L., executor of estate of Elizabeth W. 65408 35 1184
Vease ! ____ .
Wier Long Leaf Lunber Cot8______________.________ 6223 9 990
Wilson, L. D.,, et ux ____________ ... ._._ 53094 26 474
Winter, William L., et ux__________________________ 76016 36 14

a United States Board of Tax Appeals.

1 Estate tax decision,

2 Gift tax decision.

3 Acquiescence in result only. Aecquicscence “in result only” means acceptance of the decision of the
Court but disagreement with some or all of the reasons assigned for the decision,

4 Acquiescence relates only to the issue concerning the acerual date of interest on refund of overpayment
of income taxes, See Rev. Rul. 62-160, page 130.

§ Nonacquieseence published in C.B. 1957-2, 8, is withdrawn and the acquiescence published in C.B.
1952-1, 2, is reinstated. See Rev. Rul. 62-13, C.B. 1962-1, 180,

¢ Nonacquiescence published in C.B. 1941-1, 16, and C.B. 1944, 40, is withdrawn and acquiescence is
substituted therefor.

7 Nonacquiescence published in C.B. 1952-2, 4, is withdrawn and acquiescence is substituted therefor,
ths N ;macquicscenee published in C.B. 1959-1, 6, and 1959-2, 8, is withdrawn and acquiscence substituted

erefor.

9 Acquiescence published in C.B. 1962-1, 4, is withdrawn and nonacquiescence substituted therefor in
the issue whether one contract constituted a sale of territorial rights resulting in capital gains. Acquies-
ence in the last two issues remains unchanged.

10 Acquiescence published in C.B. 1957-2, 4, is withdrawn and nonacquicscence is substituted therefor.

11 Acquiescence published in C.B. 1955-2, 4, is withdrawn and nonacquiescence is substituted thercfor.

11 Acquiescence published in C.B. 1956-1, 3, and C.B. 1956-2, 5, is witbdrawn and non-acquiescence is
substituted therefor.

13 Acquiescence published in C,B. 1954-2, 4, is withdrawn and nonacquiescence is substituted therefor.
See Rev. Rul, 62-107, page 63.

1 See Rev. Rul. 62-12, C.B. 1962-1, 321.

15 On the issue whether a partnership, in which petitioner had an interest, realized ordinary income on
January 1, 1944, when restrictions terminated on stock options theretofore received by the partnership for
services rendered, the acquiescence published in C.B. 1952-1, 3, is withdrawn and nonacquiescence is sub-
stituted therefor, effective as of dates indicated in section 1.421-6(a) of the Income Tax Regulations (See
TIR 248, Aug. 1960). Acquiescence in the issue whether an annual payment of $5,000 to the mother of
petitioner’s divorced wife is deductible under section 23(u) of the 1939 Code, published in C.B. 1959-1,
4, and C.B. 1959-2, 5, remains unchanged.

16 Nonaequiescence relates to the issue whether prior conviction of eriminal tax fraud constitutes col-
ateral estoppel with respect to additions to tax for eivil fraud. Acquiescence in result only published in
C.B. 1959-1, 5, and 1959-2, 6, is withdrawn as to this issue.

17 Acquiescence published in C.B, 1957-2, 7, is withdrawn and nonacquiescence substituted therefor
in the issuc whether the petitioner is liable for an addition to tax for fraud where a joint return was filed
for 1947 with her then husband, signed in blank by her, and where the former husband stipulated that the
penalty was due. Acguicscence in the remaining issues, published in C.B. 1957-2, 7, remains unchanged.

18 Acquiescence published in C.B. 1948-1, 3, is withdrawn and nonacquiescence is substituted therefor.
See Rev. Rul, 62-92, C.B. 1962-1, 29.

19 Nonacquiescence relates to the issue whether petitioners’ share of the profits realized by a partnership,
of which they were members, from a transaction involving the cutting of certain timber by the petitioners’
corporation, is properly taxable as long-term capital gain.






PART I

RULINGS AND DECISIONS UNDER THE INTERNAL
REVENUE CODE OF 1954

Rulings and decisions published in Part I of the Internal Revenue
Bulletin are based on the application of provisions of the Internal
Revenue Code of 1954 and, unless otherwise stated in the rulings or
decisions, are published without consideration as to any application
of the provisions of the Internal Revenue Code of 1939 or related
public laws.

SUBTITLE A—INCOME TAXES
CHAPTER 1.—-NORMAL TAXES AND SURTAXES

SUBCHAPTER A.—DETERMINATION OF TAX LIABILITY
PART IL—TAX ON CORPORATIONS

SECTION 11.—TAX IMPOSED

26 CFR 1.11: Statutory provisions; tax
on corporations.

Extension of existing 30 percent normal-tax rate to July 1, 1963.
See T.D. 6610, page 154.

PART IV.—CREDITS AGAINST TAX

Subpart B.~Rules fer Computing Credit for Investment in Certain Depreciable Property

SECTION 46.—AMOUNT OF CREDIT

Temporary regulations relating to the computation of the limita-
tion on the investment tax credit in the case of members of an affiliated
group. See T.D. 6619, page 397.

SECTION 48.—DEFINITIONS; SPECTAL RULES

Temporary regulations relating to the time and manner of filing an
election to treat the lessee of new section 38 property as the purchaser
for purposes of the investment tax credit. See T.D. 6619, page 397.

(9
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SUBCHAPTER B.—COMPUTATION OF TAXABLE INCOME

PART I.—DEFINITION OF GROSS INCOME, ADJUSTED GROSS INCOME, AND TAXABLE
INCOME

SECTION 61.—GROSS INCOME DEFINED

96 CFR 1.61-1: Gross income. Rev. Rul. 62-113
(Also Sections 151, 170; 1.151-2, 1.170-1.)

Treatment, for Federal income tax purposes, of (1) payments
made to a missionary from a church fund as reimbursement for
travel and living expenses incurred in the service of his church, (2)
contributions to the church fund by the parent of the missionary,
and (3) direct payments by the parent for the support of the
missionary.

Advice has been requested as to the treatment, for Federal income
tax purposes, of (1) payments made to a missionary from a church
fund as reimbursement for travel and living expenses incurred away
from home in the service of the church, (2) contributions to the fund
by the parent of the missionary, and (3) direct payments by the
parent for the support of the missionary.

In the instant case, the work of the local congregation in the field
of missions iscarried on by missionaries who are specially called from
the congregation to devote their full time to missionary service for
a period of specified duration and who are ordained for this purpose.
The congregation has a number of missionaries presently serving
missions in various parts of the world on a voluntary, noncompensated
basis. Some of these missionaries are supported in whole or in part
by their parents, some pay their expenses from their personal savings,
and some have their traveling and living expenses entirely or partially
reimbursed or paid from a church fund maintained for that purpose.

The local congregation, through the contributions of its members,
maintains the fund and members are encouraged to make personal
contributions to the fund. All contributions to the fund are expended
In pursuance of the purposes of the fund and no part thereof is ear-
marked for any individual.

_ From this fund, missionaries are reimbursed for certain qualified
living and traveling expenses incurred in the service of the church
where such expenses are not covered by amounts received by the
missionaries directly from their parents, from relatives or friends,
or from their own savings, In order to justify reimbursement for his
expenses, each missionary is required to submit a monthly report list-
ing his receipts and expenses and in no case is the fund to supply
amounts greater than the reports can validate.

The'taxpayer’s son is one of the missionaries from the local con-
gregation. The son is not married and has no income or means of
support except for (1) amounts provided by the taxpayer and (2)
the reimbursements of living and traveling expenses made to him
by the church from the fund. More than one-half of the son’s total
support for the calendar year was provided by payments made by
the taxpayer directly to him. Altgough the taxpayer made eop-
tributions to the church fund after the son became a missionary 1,4
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had done so over a period of years before his son’s departure for the
mission and he contemplates continuing to do so.

 Question 1. Are amounts paid by the fund to reimburse the mis-
sionary for expenses incurred away from home in the service of the
church required to be included in the gross income of the missionary ¢

_ Answer. Section 61 of the Internal Revenue Code of 1954 and sec-
tion 1.61-1 of the Income Tax Regulations provide, generally, that
gross income includes all income from whatever source derived unless
excluded by law.

In the instant case, the missionary is motivated by religious con-
viction and a desire to donate services to his church, He is engaged
in rendering gratuitous services to his church. Under these circum-
stances, reimbursement by the church to the missionary, or the direct
payment by the church, of any of the expenses involved does not con-
stitute income to the missionary but represents the repayment by the
church of advances made by the missionary on behalf of, and at the
request of, the church. Accordingly, such amounts are not includible
in the missionary’s gross income for Federal income tax purposes.
See Revenue Ruling 57-60, C.B. 1957-1, 25, as modified by Revenue
Ruling 60-280, C.B. 1960--2, 12.

Question 9. Are monies contributed by the taxpayer to the fund
established by the local congregation deductible as charitable
contributions?

Answer. Section 170 of the Code provides for the deduction, in
computing taxable income, of charitable contributions, the payment of
which is made within the taxable year to certain organizations de-
seribed therein. Section 262 of the Code provides, generally, that no
deduction shall be allowed for personal, living, or family expenses.

If contributions to the fund are earmarked by the donor for a
particular individual, they are treated, in effect, as being gifts to the
designated individual and are not deductible. However, a deduction
will be allowable where it is established that a gift is intended by o
donor for the use of the organization and not as a gift to an individual.

The test in each case is whether the organization has full control of
the donated funds, and discretion as to their use, so as to insure that
they will be used to carry out its functions and purposes.

In the instant case, the son’s receipt of reimbursements from the
fund is alone insufficient to require a holding that this test is not met.
Accordingly, unless the taxpayer’s contributions to the fund arve
distinctly marked by him so that they may be used only for his son
or are received by the fund pursuant to a commitment or understand-
ing that they will be so used, they may be deducted by the taxpayer
in computing his taxable income in the manner and to the extent
provided by section 170 of the Code.

Question 3. May the taxpayer claim a personal exemption deduction
for his missionary son?

Answer. Section 151 (e) of the Code provides, in general, with cer-
tain exceptions relating to children who have not attained the age of
19 and are students, that a taxpayer may claim an exemption of $600
for each dependent (as defined in section 152 of the Code) whose gross
income for the calendar year in which the taxable year of the taxpayer
begins is less than $600; but, the exemption shall not be allowed for
any dependent who has made a joint return with his spouse for the
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taxable year beginning in the calendar year in which the taxable year
of the taxpayer begins. The term “dependent” as defined in section
152 of the Code includes a son of a taxpayer who, for the calendar year
in which the taxable year of the taxpayer begins, received over half
of his support from the taxpayer. ) .
Since the reimbursements from the fund are not includible in the
missionary’s gross income, his gross income for the calendar year is
less than $600.  Accordingly since the amounts furnished by the tax-
payer directly to his son and used for his support constitute more than
one-half of his total support for the calendar year, the taxpayer is
entitled to a dependency exemption for his son. .

(Also Section 451; 1.451-1.) Rev. Rul. 62-136

A taxpayer transfers property to an organization, such as a corpo-
ration, trust, fund, or foundation (other than a commercial insurance
company), which, from time to time, issues annuity contracts, in
exchange for a contract providing for a fixed annuity, paying guaran-
teed annual payments to the transferor for his lifetime. The present
value of the annuity contract, as computed in accordance with the
factors used by commercial insurance companies regularly issuing
annuities, is greater than the transferor’s basis for the property trans-
ferred. Held, such a transaction is a taxable exchange resulting in
gain to the transferor which is taxable in the year of the exchange
to the extent that such present value of the payments to be made under
the annuity contract exceeds the transferor’s basis in the property
exchanged. See G.C.M. 1022, C.B. VI-1, 12 (1927). _

If the property transferred is a capital asset in the hands of the
transferor, the gain will constitute a capital gain in accordance with
the provisions of section 1222 of the Internal Revenue Code of 1954.

With respect to the valuation of an annuity contract issued by a
corporation, trust, fund, or foundation (other than a commercial
insurance company ), but based on factors used by commercial insur-
ance companies issuing annuities, see Revenue Ruling 62-137, page 28,
of this Bulletin.

26 CFR 1.61-2: Compensation for services, Rev. Rul. 62-122
including fees, commissions and similar -
items.

(Also Sections 117, 162, 262, 3402; 1.117-4,
1.162-5, 1.262-1, 31.3402(a)-1.)

The statutory pay of a cadet of the United States Coast Guard
Academy, under section 508 of the Career Compensation Act of 1949,
is includible in his gross income under section 61 of the Internal
Revenue Code of 1954 in the year that it is received by the Superin-
tendent of the Academy, or a subordinate, as the attorney or agent
of the cadet.

Expenditures made on behalf of a cadet by the Superintendent, or
a subordinate, for textbooks and supplies and for uniforms are not
deductible by the cadet as ordinary and necessary business expenses
under section 162(a) of the Code. However, a cadet may deduct
expenditures made on his behalf for insignia, shoulder boards and
similar items in computing his taxable income, provided he does not
claim the standard deduction or use the optional tax table.
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Advice has been requested as to the treatment, for Federal income
tax purposes, of statutory pay received by cadets of the United States
Coast Guard Academy under section 508 of the Career Compensation
Act of 1949, 37 U.S.C. 308, as amended, and as to the treatment of
certain expenditures made by, or on behalf of, such cadets from their
statutory pay.

Section 508 of the Career Compensation Act of 1949 provides, in
part, that cadets of the Coast Guard Academy shall be entitled to
receive pay at the rate of 50 per cent of the basic pay established for
a commissioned officer in pay grade O-1 with less than two cumulative
years’ service.

Upon entering the Coast Guard Academy, each cadet is required,
under established procedures, to appoint the Superintendent of the
Academy as his attorney and agent with full power to receive, account
for and expend net pay and allowances, accruing to him while a cadet,
to meet his proper obligations, and to consent to have subordinates
of the Superintendent perform these functions.

A cadet’s statutory pay is credited each month to his deposit account.
In addition to specified personal cash allowances, the Superintendent,
or a subordinate, directs or authorizes expenditures from this account
for a cadet’s textbooks, equipment and supplies, uniforms, clothing,
laundry, tailor and cobbler services, and for special cadet activities
and other personal expenses or obligations of a cadet. The balance
remaining in his account is paid to the cadet upon his graduation from
the Academy or upon separation from the service.

Article 2-5-04 of the United States Coast Guard Academy Regula-
tions (1958) states, in part, that the pay of a cadet is not in the nature
of a salary for services performed and that its primary purpose is to
enable him to pay for food, clothing, books and other approved items
and to provide an allowance for personal expenses.

The specific issues in this case are whether a cadet is liable for the
payment of Federal income tax with respect to his statutory pay and,
if so, the extent to which the expenditures made on his behalf are
deductible as business expenses.

Section 61(a) of the Internal Revenue Code of 1954 provides that,
except as otherwise provided, gross income means all income from
whatever source derived, including, but not limited to, compensation
for services.

Section 1.61-2(a) (1) of the Income Tax Regulations provides, in
part, that pay received by persons in the military or naval forces
of the United States is includible in gross income, unless excluded
by law.

ySection 7701 (a) (15) of the Code provides that the term “military
or naval forces of the United States” and the term “Armed Forces of
the United States” each include the Coast Guard. Therefore, a cadet
of the United States Coast Guard Academy is a member of the Armed
Forces. Title 10, section 101(4) of the United States Code (1958
Edition) and Title 14, section 41 of the United States Code (1958
Edition), as amended.

Section 117 of the Code provides generally that gross income does
not include amounts received as a scholarship or as a fellowship graut.
However, an appointment to one of the Armed Forces academies does
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not constitute a scholarship for Federal income tax purposes. See
Revenue Ruling 55-347, C.B3. 1955-1,21. _

Further, there is no other exemption applicable to the pay of cadets
or midshipmen of the Armed Forces academies. The fact that the
administrative regulations of the Coast Guard Academy treat the pay
of a cadet as not being in the nature of a salary for services performed
does not alter the basic nature of statutory pay to members of the
Armed Forces of the United States as authorized under the Career
Compensation Act of 1949. . 1

The power of attorney executed by a cadet authorizing the Super-
intendent to receive, account for and expend his pay does not have
the effect of limiting or deferring a cadet’s tax liability, since the
agreement allows the Superintendent, or a subordinate, to expend
some and, if necessary, all of the cadet’s statutory pay as the need
or occasion may arise for any proper obligation incurred by the cadet.

The receipt of a cadet’s pay by the Superintendent, or a sub-
ordinate, on behalf of a cadet as his attorney or agent is, under the
circumstances, tantamount to receipt of the entire amount by the cadet
for Federal income tax purposes. )

Accordingly, it is held that the entire statutory pay of a cadet
of the United States Coast Guard Academy is includible in his gross
income for Federal income tax purposes in the year of its receipt
by the Superintendent of the Academy, or a subordinate, as attorney
or agent for the cadet and is subject to the withholding of income tax
at source under section 3402 of the Code.

Section 162(a) of the Code provides, in effect, that in computing
taxable income there shall be allowed as a deduction all the ordinary
and necessary expenses paid or incurred during the taxable year in
carrying on any trade or business.

Section 1.162-5(b) of the regulations- provides, in part, that ex-
penditures made for education required of the taxpayer to meet the
minimum requirements for qualification or establishment in his in-
tended trade or business are personal in nature and, therefore, are not
deductible as ordinary and necessary business expenses.

Section 1.262-1(b)(8) of the regulations provides, in part, as
follows:

The cost of equipment of a member of the armed services is deductible only
to the extent that it exceeds nontaxable allowances received for such equip-
ment and to the extent that such equipment is especially required by his pro-
fession and does not merely take the place of articles required in civilian life.

For example, the cost of a sword is an allowable deduction in computing taxable
income, but the cost of a nniform is not. * * *

In the instant case, a cadet incurs expenses for his education in
order to meet the minimum requirements for qualification or establish-
ment in his intended trade or business as an officer in the Coast Guard.
Further, the uniforms worn by a cadet are adaptable generally to
continued wear to the extent that they replace regular clothing.

Accordingly, it is further held that the cost of textbooks, supplies,
and uniforms 1s not deductible for Federal income tax urposes by
a cadet of the Coast Guard Academy. Expenditures fr())r nsignia,
shoulder boards and similar items are deductible in computing taxable

income, provided the cadet does not claim the standard deduction or
use the optional tax table.
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26 CFR 1.61-6: Gains derived Rev. Rul. 62-114*
from dealings in property.
(Also Section 1221; 1.1221-1.)

The Internal Revenue Service will not follow the decision in the
case of Denton J. Rees, et ux. v. United States, 187 Fed. Supp. 924
(1960), affirmed per curiam by the United States Court of Appeals
for the Ninth Circuit, 295 Fed. (2d) 817 (1961). This decision held
that, in creating a partnership to continue his professional practice
as an orthodontist, the payments received by the taxpayer (payable
over a period of ten years) from two other professional persons for
a partial interest in his practice represent capital gain from the sale
of goodwill.,

While certiorari was not applied for in the Rees case, the Service
considers the decision erronecus and inconsistent with the long-
established principle, early announced by the United States Court
of Appeals for the Sixth Circuit in £. 0. O'Rear v. Commnissioner,
80 Fed. (2d) 473 (1935). In that case it was held that a taxpayer

may not escape tax on his earnings as ordinary income by an agreement
which is in effect an anticipatory assignment of future income.

(Also Sections 212, 262, 1001, 1002; 1.212-1, Ct. D. 1873
1.262-1, 1.1001-1, 1.1002-1.)

INCOME TAX—INTERNAL REVENUE CODE OF 1954—DECISION OF COURT

1. GAIN OR Loss—TRANSFER OF PROPERTY PURSUANT TO SEPARATION
AGREEMENT—RELEASE OF WIFE'S MARITAL RIGHTS IN PROPERTY—
MEASURE OF GAIN.

A transfer of stock by a taxpayer to his former wife pursuant to a
separation agreement, later incorporated into a divorce decree, was
a taxable event rather than a nontaxable division of property be-
tween co-owners. The basis of the stock in the taxpayer’s hands
was less than the market value on the date of the transfer. The
amount realized by the husband is equal to the value of the stock
transferred. The conclusion of the Court of Claims that there was
no way to measure the fair market value of the property received
by the taxpayer in exchange for the stock, i.e., the release of the
wife’s inchoate marital rights, was erroneous. It must be assumed
that the parties acted at arm’s length and judged the marital rights
of the wife to be equal in value to-the property transferred. To base
the taxable gain upon the market value of the stock was not shown
to be in error. .

Nonbusiness Expenses—Legal Fees—Tax Advice to Wife in Con-
nection with Divorce and Property Settlement.

A taxpayer is not entitled to a deduction for fees paid to his wife’s
attorney for tax advice in connection with predivorce property set-
tlement negotiations. Section 212(3) of the Code, which allows a
deduction for the “ordinary and necessary expenses paid ... in
connection with the determination, collection, or refund of any tax,”
if applicable to this type of tax expense, includes only the expenses
of the taxpayer himself and not those of his wife,

2. JUDGMENT REVERSED IN PART AND AFFIRMED IN PART.

Judgment of the United States Court of Claims, 287 Fed. (2d)
168 (1961), reversed i part and affirmed in part.

1 Based on Technical Information Release 388, dated June 29, 1962.
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SUuPREME COURT OF THE UNITED STATES
Nos. 190 and 268.—October Term, 1961

United States, Petitioner,
v.
Thomas Crawley Duvis et al., No. 190

Thomas Crawley Davis et al., Petitioners,
V.
United States, No, 268

On writs of certiorari to the United States Court of Claims
[June 4, 1962]

MR. JUsTICE CLARK delivered the opinion of the Court.

These cases involve the tax consequences of a transfer of appreciated property
by Thomas Crawley Davis* to his former wife pursuant to a _p.roperty.settlement
agreement executed prior to divorce, as well as the deductibility of his payment
of her legal expenses in connection therewith. The Court of Claims upset the
Commissioner’s determination that there was taxable gain on the transfer but
upheld his ruling that the fees paid the wife’s attorney were not deductible.
287 F. 2d 168. We granted certiorari on a conflict in the Courts of Appeals
and the Court of Claims on the taxability of such transfers.? 368 U.8. 813. We
have decided that the taxpayer did have a taxable gain on the transfer and that
the wife’s attorney’s fees were not deductible. )

In 1934 the taxpayer and his then wife made a voluntary property setflement
and separation agreement calling for support payments to the wife and minor
child in addition to the transfer of certain personal property to the wife. Under
Delaware law all the property transferred was that of the taxpayer, subject to
certain statutory marital rights of the wife including a right of intestate suc-
cession and a right upon divorce to a share of the husband’s property.® Specifi-
cally as a “division in settlement of their property” the taxpayer agreed to
transfer to his wife, irter alia, 1,000 shares of stock in the E. I. du Pont de
Nemours & Co. The then Mrs. Davis agreed to accept this division “in full settle-
ment and satisfaction of any and all claims and rights against the husband what-
soever (including but not by way of limitation, dower and all rights under the
laws of testacy and intestacy) * * *” Pursuant to the above agreement
which had been incorporated into the divorce decree, one-half of this stock was
delivered in the tax year involved, 1955, and the balance thereafter. Respond-
ent’s cost basis for the 1955 transfer was $74,775.37, and the fair market value
of the 500 shares there transferred was $82,250. The taxpayer also agreed
orally to pay the wife’s legal expenses, and in 1955 he made payments to the
wife’s attorney, including $2,500 for serviees concerning tax matters relative to
the property settlement.

L

The determination of the income tax consequences of the stock transfer de-
scribed above is basically a two-step analysis: (1) Was the transaction a
taxable event? (2) If so, how much taxable gain resulted therefrom? Origi-
nally the Tax Court (at that time the Board of Tax Appeals) held that the
aceretion to property transferred pursuant to a divorce settlement could not be
taxed as capital gain to the transferor because the amount realized by the
satisfaction of the husband’s marital obligations was indeterminable and be-
cause, even if such benefit were ascertainable, the transaction was a non-
taxable division of property. Mesta v. Commissioner, 42 B.T.A. 933 (1940) ;

* Davis’ present wife, Grace Ethel Davis, is also a par i

join't‘ return was filed in the tax year in question. party to these proceedings because a
2The holding in the instant case is in accord with Commissioner v. Marshman, 279 F. 24

%7 2((?.%42&(110 ?&m'Q(l]gg(i)l?' 1b9u4t2;s cortxltrg. to the holdings in Commissioner v. Hailiwell, 131
. AL R , an ommissio . i

1941) 10c b T5es O 1oan 389 ¢ toner v. Mesta, 123 F. 2d 986 (C.A. 3d Cir.
312 Del. Code Ann. (Supp. 1960) sec, 512; 13 Del. Code Ann. sec. 1531. In the case

of realty, the wife in addition to th s rights de A
563501, 505, Bos. e above has rights of dower. 12 Del. Code Ann, secs,
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Halliwell v. Commissioner, 44 B.T.A. 740 (1941). However, upon being re-
versed in quick succession by the Courts of Appeals of the Third and Second
Circuits, Commissioner v. Mesta, 123 F. 2d 986 (C.A. 3d Cir. 1941) ; Commissioner
v. Halliwell, 131 F. 2d 642 (C.A. 2d Cir. 1943), the Tax Court accepted the
position of these courts and has continued to apply these views in appropriate
cases since that time, Hall v. Comimnissioner, 9 T.C. 53 (1947) ; Patino v. Com-
missioner, 13 T.C. 816 (1949) ; Estate of Stouffer, 30 T.C. 1244 (1958) ; King v.
Commissioner, 31 T.C. 108 (1958) ; Marshman v. Cominissioner, 31 T.C. 269
(1958). In Mesta and Halliwell the Courts of Appeals reasoned that the accre-
tion to the property was ‘realized” by the transfer and that this gain could
be measured on the assumption that the relinquished marital rights were equal
in value to the property transferred. The matter was considered settled until
the Court of Appeals for the Sixth Circuit, in reversing the Tax Court, ruled
that, although such a transfer might be a taxable event, the gain realized
thereby could not be determined because of the impossibility of evaluating
the fair market value of the wife’s marital rights. Commissioner v. Marsh-
man, 279 F. 2d 27 (1960). In so holding that court specifically rejected the
argument that these rights could be presumed to be equal in value to the
property transferred for their release. This is essentially the position taken by
the Court of Claims in the instant case.

II.

‘We now turn to the threshold question of whether the transfer in issue was
an appropriate oceasion for taxing the accretion to the stock. There can be no
doubt that Congress, as evidenced by its inclusive definition of income subject to
taxation, i.e., “‘all income from whatever source derived, including * * * [glains
derived from dealings in property,”* intended that the economic growth of this
stock be taxed. The problem confronting us is simply when is such aceretion to
be taxed. Should the economic gain be presently assessed against taxpayer, or
should this assessment await a subsequent transfer of the property by the wife?
The controlling statutory language, which provides that gains from dealings
in property are to be taxed upon “sale or other disposition,”® is too general to
include or exclude conclusively the transaction presently in issume. Recognizing
this, the Government and the taxpayer argue by analogy from transactions
more easily classified as within or without the ambient of taxable events. The
taxpayer asserts that the present disposition is comparable to a nontaxable
division of property between two co-owners,® while the Government contends it
more resembles a taxable transfer of property in exchange for the release of
an independent legal obligation. Neither disputes the validity of the other’s
starting point.

In support of his analogy the taxpayer argues that to draw a distinction
between a wife’s interest in the property of her husband in a common-law
jurisdiction such as Delaware and the property interest of a wife in a typical
community property jurisdiction would commit a double sin; for such differen-
tiation would depend upon “elusive and subtle casuistries which * * * possess
no relevance for tax purposes,” Helvering v. Hallock, 309 U.S. 106, 118 (1940),
and would create disparities between common-law and community property
jurisdictions in contradiction to Congress’ general policy of equality between
the two. The taxpayer’s analogy, however, stumbles on its own premise, for the
inchoate rights granted a wife in her husband’s property by the Delaware law
do not even remotely reach the dignity of co-ownership. The wife has no
interest—passive or active—over the management or disposition of her hus-

4 Internal Revenue Code of 1954 sec. 61(a).

5 Internal Revenue Code of 1954 secs, 1001, 1002, . e

¢ Any suggesiion that the transaction in question was a gift is completely unrealistic.
Property transferred pursnant to a negotiated settlement in return for the release of
admittedly valuable rights is not a gift in any sense of the term, To intimate that there
was a gift to the extent the value of the property exceeded that of the rights released
not only invokes the erroneous premise that every exchange not preecisely equal involves
a gift but merely raises the measurement problem discussed in Part III, infra, p. —.
Cases in which this Court has held transfers of property in exchange for the release of
marital rights subject to gift taxes are based not on the premise that such transactions
are inherently gifis but on the concept that in the contemplation of the gift tax statute
they are to be taxed as gifts, Merrill v, Fahs, 324 U.8. 308 (1945) ; Commissioner v.
Wemyss, 324 U.S. 303 (1945) ; see Harris v. Commissioner, 340 U.S. 106 (1950). In
interpreting the particular income tax provisions here involved, we find ourselves unfet-
tered by the language and considerations ingrained in the gift and estate tax statutes.
See Farid-Es-Sultaneh v. Commissioner, 160 F. 2d 812 (C.A. 2d Cir. 1947).
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band’s personal property. Her rights are not descendable, and ghe must SUrvive -
him to share in his intestate estate. Upon dissolution of the marriage shg
shares in the property only to such extent as the court deems “reasonal_ﬂe.

13 Del. Code Ann. section 1531(a). What is “reasonable” might be ascertained
independent of the extent of the husband’s property by such criteria as tl_le
wife’s financial condition, her needs in relation to her accustomed statlon_m
life, her age and health, the number of children and their ages, and the earning
capacity of the husband. See, e.g., Beres v. Beres, 52 Del. 133, 154 A, 2d 384

1959).
( Thi; is not to say it would be completely illogical to consider the shearing
off of the wife’s rights in her husband’s property as a division of that property,
but we believe the contrary to be the more reasonable construction. Regardless
of the tags, Delaware seems only to place a burden on the husband’s property
rather than to make the wife a part owner thereof. In the present context
the rights of succession and reasonable share do not differ significantly from
the husband’s obligations of support and alimony. They all partake more of a
personal liability to the husband than a property interest of the wife. The
effectuation of these marital rights may ultimately result in the ownership of
some of the husband’s property as it did here, but certainly this happenstance
does not equate the transaction with a division of property by co-owners. Al-
though admittedly such a view may permit different tax treatment among the
several States, this Court in the past has not ignored the differing effects on
the federal taxing scheme of substantive differences between community prop-
erty and common-law systems. E.g., Poe v. Seaborn, 282 U.S. 101 (1930) [Ct. D.
259, C.B. IX-2, 202 (1930)]. To be sure Congress has seen fit to alleviate this
disparity in many areas, e.g., Revenue Act of 1948, 62 Stat. 110, but in other
areas the facts of life are still with us.

Our interpretation of the general statutory language is fortified by the long-
standing administrative practice as sounded and formalized by the settled state
of law in the lower courts. The Commissioner’s position was adopted in the
early 40’s by the Second and Third Circuits and by 1947 the Tax Court had
acquiesced in this view. This settled rule was not disturbed by the Court of
Appeals for the Sixth Circuit in 1960 or the Court of Claims in the instant
cage, for these latter courts in holding the gain indeterminable assumed that
the transaction was otherwise a taxable event. Such unanimity of views in
support of a position representing a reasonable construction of an ambiguous
statute will not lightly be put aside. It is quite possible that this notorious
construction was relied upon by numerous taxpayers as well as the Congress
itself, which not only refrained from making any changes in the statutory
!anig%ige during more than a score of years but re-enacted this same language
in X

III.

Having determined that the transaction was a taxable event, we now turn
to the point on which the Court of Claims balked, viz, the measurement of the
taxable gain realized by the taxpayer. The Code defines the taxable gain from
the sale or disposition of property as being the “excess of amount realized there-
from over the adjusted basis * * *” TR.C. (1954) section 1001(a). The
“amount realized” is further defined as “the sum of any money received plus
the fair market value of the property (other than money) received.” I1I.R.C.
(1954) section 1001(b). In the instant case the “property received” was the
release of the wife’s inchoate marital rights. The Court of Claims, following
the Court of Appeals for the Sixth Circuit, found that there was no way to
compute the fair market value of these marital rights and that it was thus
impossible to determine the taxable gain realized by the taxpayer. We believe
this conclusion was erroneous.

It must be assumed, we think, that the parties acted at arm’s length and that
they judged the marital rights to be equal in value to the property for which
they.were exchanged. There was no evidence to the contrary here. Absent a
readily ascertainable value it is accepted practice where property is exchanged
to hold, as did the Court of Claims in Phriladelphia Park Amusement Co. v. United
States, 126.F. Supp. 184, 189 (1954), that the values “of the two properties
exchanged in an arm’s-length transaction are either equal in fact, or are pre-
sumed to be equal.” Accord, United Siates v. General Shoe Corp., 282 F, 94 9
(C.A. 6th Cir. 1960) ; International Freighting Corp. v. Commissioner, 135 24
810 (C.A. 2d Cir. 1943). To be sure there is much to be said of the argum'ent
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that such an assumption is weakened by the emotion, tension and practical
necessities involved in divorce negotiations and the property settlements arising
therefrom. However, once it is recognized that the transfer was a taxable event,
it is more consistent with the general purpose and scheme of the taxing statutes
to make a rough approximation of the gain realized thereby than to ignore
altogether its tax consequences. Of. Helvering v. Safe Deposit & Trust Co., 316
U.8. 56, 67 (1942).

Moreover, if the transaction is to be considered a taxable event as to the hus-
band, the Court of Claims’ position leaves up in the air the wife's basis for the
property received. In the context of a taxable transfer by the husband,” all
indicia point to a “cost” basis for this property in the hands of the wife.! Yet
under the Court of Claims’ position her cost for this property, i.e., the value of
the marital rights relinquished therefor, would be indeterminable, and on subse-
quent disposition of the property she might suffer inordinately over the Com-
missioner’s assessment which she would have the burden of proving erroneous,
Commissioner v. Hansen, 360 U.8. 446, 468 (1959) [Ct. D. 1838, C.B. 19592, 460].
Our present holding that the value of these rights is ascertainable eliminates
this problem ; for the same calculation that determines the amount received by
the husband fixes the amount given up by the wife, and this figure, i.e., the
market value of the property transferred by the husband, will be taken by her
as her tax basis for the property received.

Finally, it must be noted that here, as well as in relation to the guestion of
whether the event is taxable, we draw support from the prior administrative
practice and judicial approval of that practice. See p. —, supra. We therefore
conclude that the Commissioner’s assessment of a taxable gain based upon the
value of the stock at the date of its transfer has not been shown erroneous.’

IV.

The attorney-fee question is much simpler. It is the customary practice in
Delaware for the husband to pay both his own and his wife’s legal expenses
incurred in the divorece and the property settlement. Here petitioner paid $5,000
of such fees in the taxable year 1955 earmarked for tax advice in relation to the
property settlement. One-half of this sum went to the wife’s attorney. The
taxpayer claimed that under section 212(3) of the 1954 Code, which allows a
deduction for the “ordinary and necessary expenses paid * * * in connec-
tion with the determination, collection, or refund of any tax,” he was entitled to
deduct the entire $5,000. The Court of Claims allowed the $2,500 paid taxpayer’s
own attorney but denied the like amount paid to the wife’s attorney. The sole
question here is the deductibility of the latter fee; the Government did not seek
review of the amount taxpayer paid his own attorney, and we intimate no deci-
sion on that point. As to the deduction of the wife’s fees, we read the statute,
if applicable to this type of tax expense, to include only the expenses of the
taxpayer himself and not those of his wife. Here the fees paid her attorney do
not appear to be *in connection with the determination, collection, or refund” of
any tax of the taxpayer. As the Court of Claims found, the wife’s attorney
“considered the problems from the standpoint of his client alone. Certainly
then it cannot be said that * * * [his] advice was directed to plaintiff’s tax
problems * * ¥ 287 F. 2d at 171. We therefore conclude, as did the Court
of Claims, that those fees were not a deductible item to the taxpayer.

Reversed in part and affirmed in part.

Me. JUSTICE FRANKFURTER took no part in the decision of these cases.
Mg. JUSTICE WHITE took no part in the consideration or decision of these cases.

7 Under the present administrative practice, the release of marital rights in exchange
for property or other consideration is not considered a taxable event as to the wife. For
a discussion of the difficulties confronting a wife under a contrary approach, see Taylor
and Schwartz, Tax Aspects of Marital Property Agreements, 7 Tax L. Rev. 19, 30 (1951) ;
Comment, The Lump Sum Divorce Settlement as a Taxable Exchange, 8 U.C.1.A.L. Rev.
593, 601-602 (1961),

8 Section 1012 of the Internal Revenue Code of 1954 provides that: ‘“The basis of prop-
erty shall be the cost of such property, except as otherwise provided in this subchapter
and subchapters C (relating to corporate distributions and adjustments), K (relating to
partners and partnerships), and P (relating to capital gains and losses) ® o wW

9 We do _not pass on the soundness of the taxpayer’s other attacks upon this determina-
tion, for these contentions were not presented to the Commissioner or the Court of Claims.

674924 °—863; 3
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26 CFR 1.61-9: Dividends.

Guidelines for determining the liability for income tax on dividend
payments. See Rev. Rul. 62-201, page 298.

26 CFR 1.61-11: Pensions. Rev. Rul. 62-179

Pension payments received from the Canadian Govqrnme.n? un-
der the Old Age Security Act of Canada by Cabpadian citizens
residing in the United States are includible in the gross income of
the recipients for Federal income tax purposes.

Advice has been requested concerning the Federal income tax treat-
ment of pension payments made by the Canadian Government under
the Old Age Security Act of Canada, Revised Statutes of Canada,
1952, as amended, to Canadian citizens residing in the United States.

Section 3 of the Old Age Security Act of Canada, as amended,
provides, in effect, that every Canadian citizen who has attained the
age of 70 years and who meets certain residence requirements in Can-
ada may be paid, upon his properly approved application, a monthly
pension of $55 by the Canadian Government. Section 4 of this Act
provides that the pension is payable during the life of the pensioner
and ceases with the payment for the month in which the pensioner
dies.

Section 5 of the Act, as amended by the Act of June 7, 1960, pro-
vides, in part, that where a pensioner absents himself from Canada
for 6 consecutive months, exclusive of the month in which he left
Canada, payment of his pension may be continued for any period he
remains out of Canada after those 6 months if he establishes that, at
the time he left Canada, he had resided in Canada for at least 25 years
after attaining the age of 21 years. Section 8 of the Act of June 7,
1960, provides transitional rules with respect to pensioners who were
absent from Canada on the effective date of that Act and whose pen-
sion payments were suspended under section 5(1) of the Act as in
force before such effective date.

Section 10 of the Act provides the method of collecting revenue
for the payment of pensions through the imposition of an old age
security tax on the sales price of certain goods and on individuals and
corporations liable to pay income tax for the taxable year.

Pension payments received by Canadian citizens under the Old Age

Security Act are includible in their gross income for Canadian income
tax purposes under the provisions of section 6(1) (a) (iv) of the In-
come Tax Act of Canada, Revised Statutes of Canada, 1952,
. In general, resident alien individuals of the United States are sub-
ject to Federal income tax on income derived from sources within or
without the United States. See section 1.1-1(b) of the Income Tax
Regulations,

Section 61(a) of the Internal Revenue Code of 1954 provides that,
except as otherwise provided, gross income means all income from
whatever source derived, including among other things, pensions,

Section 1.61-11(a) of the regulations provides that pensions and
retirement all_owances paid either by the Government or by private
persons constitute gross income unless specifically excluded by law.
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There is no provision in the Code which provides that old age pen-
sions received by resident aliens of the United States from a foreign
government may be excluded from gross income for Federal income
tax purposes. Furthermore, Article VI A of the United States-
Canada Income Tax Convention, C.B. 1955-1, 624, at 626, modified
as to other provisions by the Supplementary Convention of August 8,
1956, C.B. 1957-2, 1014, provides that pensions (including Govern-
ment pensions) derived from within one of the contracting States by
a resident of the other contracting State shall be exempt from taxation
in the former State, rather than in the State of residence, so that noth-
" ing in the Convention would exempt from Federal income tax a pen-
sion paid by the Canadian Government to a citizen of Canada residing
in the United States.

In view of the foregoing, it is held that pension payments made by
the Canadian Government under the Old Age Security Act of Canada
to Canadian citizens residing in the United States are includible in
the gross income of the recipients for Federal income tax purposes.

SECTION 62—ADJUSTED GROSS INCOME DEFINED
26 CFR 1.62-1: Adjusted gross income,

Selective retail sales tax and use tax imposed by the State of
Wisconsin. See Rev. Rul. 62-123, page 65.

Deduction by employees of expenses attributable to the use of a
personal residence in the performance of their duties. See Rev. Rul.
62-180, page 52.

PART II.—ITEMS SPECIFICALLY INCLUDED IN GROSS INCOME

SECTION 71.—ALIMONY AND SEPARATE MAINTENANCE
PAYMENTS

26 CFR 1.71-1: Alimony and separate maintenance Rev. Rul. 62-106
payments; income to wife or former wife.
(Also Section 215; 1.215-1.)

A husband’s payments of his wife’s medical and dental expenses
pursuant to a decree of divorce, or an instrument or agreement of
the type described in section 71(a) of the Internal Revenue Code of
1954, are includible in the gross income of the wife under section 71
of the Code and deductible by the husband under section 215 of the
Code, where (1) no principal sum is specified in the decree or instru-
ment, or, (2) if specified, is either payable over more than a ten
year period or is subject to contingencies of death of either spouse,
remarriage of the wife, or change in the economic status of either
spouse.

Advice has been requested whether payments of medical and dental
expenses of a wife made by her husband pursuant to a decree or in-
strument of the type specified in section 71(a) of the Internal Revenue
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Code of 1954 are includible in the wife’s gross inecome under segtion (p!
of the Code and deductible by the husband under section 215 of the
Code. ] )

Section T1(a) (1) of the Code provides as follows:

DECREE OF DIVORCE OR SEPARATE MAINTENANCE.—If a wife is divorced or
legally separated from her husband under a decree_of _dlvorce or of separate
maintenance, the wife’s gross income includes periodic payments (whether
or not made at regular intervals) received after such deereq in gllscparge of
(or attributable to property transferred, in trust_ or 0therw1_se, in dl_scharge
of) a legal cbligation which, because of the marital or family relationship,
is imposed on or incurred by the husband under the decree or under a written
instrument incident to such divoree or separation.

Section 71(a) (2) of the Code contains similar provisions relating
to periodic payments received by a wife pursuant to written separa-
tion agreements and decrees for support.

Section 71(¢) (1) of the Code provides as follows:

GENERAL RULE—For purposes of subsection (a), installment payments di.s-
charging a part of an obligation the principal sum qf which .is, either in
terms of money or property, specified in the decree, instrument, or agree-
ment shall not be treated as periodic payments.

Section 215 of the Code provides, as a general rule, that payments
includible in gross income by the wife under section 71 are deductible
by the husband. o '

Sections 71 and 215 of the Code were enacted originally as sections
22(k) and 23(u), respectively, of the Internal Revenue Code of 1939.
The purpose of these sections was explained in House of Representa-
tives Report No. 2333, Seventy-seventh Congress, C.B. 1942-2, 372,
at 409 and 427, as follows:

* * * He [the husband] is fully taxable on his entire net ineome even though
a large portion of his income goes to his wife as alilnony or as separate mainte-
nance payments. The increased surtax rates would intensify this hardship and
in many cases the husband would not have sufficient income left after paying
alimony to meet his income tax obligations * * *,

* * * £ * % *

* * * These amendments are intended to treat such payments as income to
the spouse actually receiving or actually entitled to receive them and to relieve
the other spouse from the tax burden upon whatever part of the amount of such
payments is under the present law includible in his gross income, * * *

The specific issue is whether medical or dental payments required
to be paid by the husband constitute periodic payments within the
meaning of section 71 of the 1954 Code.

In the case of F. Ewing Glasgow v. Commissioner, 21 T.C. 211
(1953), acquiescence, C.B. 1954-1, 4, the taxpayer, pursuant to a writ-
ten instrument incident to the divoree, paid his wife a prescribed in-
itial payment immediately after the decree was granted. The initial
payment included an amount which was to cover medical expenses for
which the wife was liable at the time of the divorce or would become
liable in the following calendar year. The Tax Court of the United
States held that this amount was a lump-sum nonrecurring payment
which did not meet the statutory test of a periodic payment as pro-
vided in section 22 (k) of the 1939 Code.,

The court followed its decision in the Glasgow case and held, in
Aline 8. Fisher, E. weoutriz v. Commissioner, T.C. Memo 1956-98, that
dental expenses paid by the husband were net income to the wife, The
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separation agreement required the husband to pay dental expenses
not to exceed a specified amount incurred by the wife after Janu-
ary 1 of the year following the divorce. Dental expenses in the speci-
fied amount were paid by the husband in that year.

The payments in these cases were not treated as periodic payments
because they were installment payments of a principal sum specified
in the decree, instrument, or agreement. Therefore, these decisions
are limited to certain situations where the amount of medical or
dental expenses to be paid is specified. They do not apply to pay-
ments which (1) are not specified, or, (2) if specified, are either pay-
able over more than a ten-year period or are subject to contingencies of
death of either spouse, remarriage of the wife, or change in the eco-
nomic status of either spouse.

It is not necessary that the decree or written instrument specify
the payment of a fixed amount at stated intervals, since section 71(a)
of the Code provides that periodic payments are includible in the
wife’s gross income “whether or not made at regular intervals.”

Accordingly, it is held that payments by a husband of his wife’s
medical and dental expenses, pursuant to a decree of divorce or sepa-
rate maintenance, or written instrument incident thereto, a written
separation agreement, or decree for support, are periodic payments
within the meaning of section 71 of the Code where (1) no principal
sum is specified in the decree or instrument, or, (2) if specified, is
either payable over more than a ten-year period or is subject to con-
tingencies of death of either spouse, remarriage of the wife, or change
in the economic status of either spouse.

Such payments are includible in the gross income of the wife under
section 71 of the Code apd deductible by the husband under section
215 of the Code. Furthermore, such payments are considered part
of the medical expenses of the wife and may be taken into account by
her in arriving at the allowable deduction for medical expenses under
section 213 of the Code.

In addition, the periodic payments may be made at irregular inter-
vals, and the husband may pay such amounts directly to the provider
of the services rather than to his wife. Kobert Lehman v. Commis-
sioner, 17 T.C. 652 (1951), acquiescence, this issue, C.B. 1959-2, 5.

(Also Section 215; 1.215-1.) Rev. Rul. 62-115

Periodic payments made by a husband, domiciled in Idaho, a
community property state, to his wife under a court order for her
support during separation but prior to their divorce, are includible
in the wife’s gross income under section 71(a) (3) of the Internal
Revenue Code of 1954 and allowable as a deduction to the husband
under section 215 of the Code to the extent that they exceed the
wife’s share of community income for the year in which they are
received by her.

Advice has been requested regarding the extent to which the
amount paid by a husband to his wife pursuant to court decree, dur-
ing the period of their separation preceding the date of their divorce,
is required to be included in the gross income of the wife under sec-
tion 71 of the Internal Revenue Code of 1954 and is allowable as
a deduction to the husband under section 215 of the Code, when, dur-
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ing the period in which the payments are made and received, the
parties are domiciled in Idaho, a community property state. Advice
has also been requested whether the Federal income tax treatment of
such amounts differs where the payments are (1) entirely derived
from amounts earned by the husband during the period of separation
prior to the date of the divorce, or (2) derived partly from earnings
of the husband during such period and partly from the husband’s
separate funds, or (3) derived partly from the husband’s earnings and
partly from community funds accumulated by the parties prior to
the date of their divorce.

The taxpayers lived as husband and wife in the State of Idaho
until their separation in 1957. In that year a State court directed
the husband to make payments of $400 to his wife each month for
her support and mainfenance pending the outcome of the husband’s
action for divorce. The taxpayers were divorced on June 30, 1958.
From January 1, 1958, to the date of the divorce, the husband paid
his wife a tofal of $2,400 pursuant to the court order. During that
same period, the husband earned $4,000. For the entire taxable year
of 1958, the husband earned a total of $7,000. Each filed a separate
Federal income tax return for that year.

Under section 32-906 of Title 82 of the Idaho Code of 1947, all
property acquired after marriage by either husband or wife, except
property which is separate property under the provisions of sections
32-903, 82-905, or 32-906, is community property in which a wife has
been held to have a present vested interest. See Radermacher v. Rad-
ermacher, 61 Idaho 261, 100 P. 2d 955 (1940). That interest has
been held to extend to the earnings of the husband. See Giffen v.
City of Lewiston, 6 Idaho 231, 55 Pac. 545 (1898).

In Idaho the marital relationship has been held to continue not-
withstanding a separation of the spouses. See Radermacher v. Rader-
macher, 59 Idaho 716, 87 P. 2d 461 (1939). However, section 32-909
of the Idaho Code provides that a wife’s earnings during separation
are her separate property. No similar provision with respect to the
husband’s earnings during the period of separation is contained in
the Idaho Code.

Section 32-704 of the Idaho Code provides, in part, that a comt
may, in its discretion, require a husband to pay, as alimony, any money
necessary to enable the wife to support herself or her children while
an action for divorce is pending. The Idaho Code provides that in
executing its allowance of alimony under that section the court must
first resort to the community property and then to the separate prop-
ertér of the husband.

Section 71(a)(3) of the Internal Revenue Code of 1954 provides
that if a wife is separated from her husband, her gross income includes
periodic payments ( whether or not made at regular intervals) received
by her from her husband under a decree entered after March 1, 1954,
requiring the husband to make the payments for her support or main-
tenance, provided separate tax returns are filed by the parties,

Under the general rule provided in section 215 of the Code, a
husband described in section 71 of the Code is allowed a deduction
for amounts includible under section 71 of the Code in the gross income
of the wife, payment of which is made within his taxable year. How-
ever, no deduction is allowable with respect to any payment if, by
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reason of section 71(d) or 682 of the Code, the amount thereof is not
includible in the husband’s gross income.

Section 1.71-1(b) of the Income Tax Regulations provides, in part,
as follows:

* * * * * #* *

(3) Decree for support. (i) Where the husband and wife are separated
and living apart and do not file a joint income tax return for the taxable
year, paragraph (3) of section 71l(a) requires the inclusion in the gross
income of the wife of periodic payments (whether or not made at regular
intervals) received by her after August 16, 1954, from her husband under
any type of court order or decree (including an interlocutory decree of
divorce or a decree of alimony pendente lite) entered after March 1, 1954,
requiring the husband to make the payments for her support or mainte-
nance. ¥ * ¥

The regulations further provide that it is not necessary for the wife
to be legally separated or divorced from her husband under a court
order or decree; nor is it necessary for the order or decree for support
to be for the purpose of enforcing a written separation agreement.

The Supreme Court of the United States has held that where a
husband and wife are domiciled in a community property state, the
law of which provides that the wife has a present vested right in the
community property equal to that of her husband, one-half the com-
munity income is taxable to the wife. See, for example, Burns Poe
x(r. H. G. Seaborn, 282 U.S. 101 (1930), Ct. D. 259, C.B. IX-2, 202

1930).

In Mimeograph 3853, C.B. X-1, 139 (1931), at 140, it is stated:

# * * Ag the wife’s interest in community property under the laws of the
States of Idaho, * * * is likewise vested, it follows that the above-
mentioned decisions of the Supreme Court are equally applicable to taxpayers
domiciled in those States. * * *

One of the “above-mentioned decisions of the Supreme Court”
referred to was the Seaborn case.

Facts comparable to those involved in the instant case were con-
sidered by The Tax Court of the United States in the case of Marjorie
Hunt v. Oommissioner, 22 T. C. 228 (1954), acquiescence, C.B. 1954-2,
4. The taxpayer was separated from her husband in 1947 while they
were domiciled in California, a community property state. In Sep-
tember of 1948, a California court granted the wife a decree of separate
maintenance, which required the husband to pay her a monthly
amount for her support and maintenance. Under that decree the hus-
band paid his wife a total of $740 in 1948. The husband deducted
that amount on his separate return for 1948 and the wife reported it
on her return. However, the wife did not report any portion of her
husband’s 1948 earnings on her return although he was domiciled in
California during the period in question.

Under the California Code as then in effect, a wife had a present
vested interest in community income, including a husband’s earnings,
during continuation of the marriage, and the wife’s interest in com-
munity property was not destroyed by a decree for separate mainte-
nance, where no division or settlement of the community property was
included in such decree. The Tax Court found that there had been
no division or settlement of the property and that the wife’s interest
in the community property had not been destroyed. After holding
that the wife was taxable by reason of her community interest on one-
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half of the amount earned by the husband in 1948 prior to the date of
divorce (an amount in excess of $740), the court considered the ques-
tion of whether she was also taxable under section 22(k) of the 1939
Code, which corresponds to section 71 of the 1954 Code, on the $740
which she received from her husband. The Tax Court said, at page
233:

= % * Qhae is liable for Federal income tax on her equal share of the com-
munity income, but she cannot be taxed again when a part of that income is
placed under her exclusive control pursuant to a decree for support and
maintenance., * * ¥
The court then held that the wife was not taxable under section 22 (k)
of the 1939 Code on the $740 received from her husband during the
taxable year.,

The law of California was changed in 1951 to provide that after the
rendition of a judgment or decree for separate maintenance, the earn-
ings or accumulations of each party are the separate property of the
party acquiring such earnings or accumulations. See California Civil
Code, 1949, sec. 169.1. However, in view of the fact that the control-
ling law in the Hunt case contained no such provision with respect to
a husband’s earnings during separation and since, under the facts of
the Hunt case, the marital community continued during separation
and prior to divorce, as in the instant case, and the wife had a present
vested interest in the husband’s earnings during such period, the prin-
ciple established in the Hun# decision is applicable in the instant case
to the husband’s earnings during the period of the separation prior to
the divorce. ~

During the period in 1958, when the parties in the instant case were
separated prior to their divorce, the husband paid his wife a total of
$2,400 pursuant to court decree and he earned $4,000. Since the wife
had a present vested interest in one-half of her husband’s earnings of
$4,000 during that time, $2,000 of such earnings is includible in her
gross income under section 61 of the Code. See the Seaborn case,
supra, and Christine K. Hill v. Commissioner, 32 T.C. 254 (1959).

Since payments totalling $2,400 were made to the wife pursuant
to the court decree, however, her $2,000 share of the earnings does
not measure the limit of her taxable income attributable to such pay-
ments. Because of the provision of section 32-708 of the Idaho Code,
the Internal Revenue Service views such payments as having come
from the income of the marital community in the year of receipt.
Under the rationale of the Hunt decision, supra, it is held, therefore,
that to the extent that such payments do not exceed the wife’s com-
munity interest in her husband’s earnings on which she is taxable
under section 61 of the Code, such payments are not taxable to her
under section 71(a) (3) of the Code, regardless of the source of the
funds from which such payments are actually made. To the extent
that such payments exceed the wife’s interest in community income,
the rationale of the Hunt decision is not applicable. The Service
views such excess as a portion of the husband’s present interest in the
community earnings which become vested in the wife by the court
decree. On the facts of the instant case, it is held, therefore, that
$400 of the support payments is taxable to the wife under section
71(a)(3) of the Code, regardless of the source of the funds from
which such payments are actually made.



27 [§71.

In view of the fact that the deduction allowable to the husband
under section 215 of the Code applies only to amounts includible in
the gross income of the wife under section 71 of the Code, it is fur-
ther held that only the excess of the payments made by the husband
prior to the date of divorce over the wife’s share of community in-
come for the taxable year, $400 in this case, is allowable as a deduc-
tion to the husband.

(Also Section 215; 1.215-1.) Rev. Rul. 62-187

Where an enlisted member of the Armed Forces of the United
States authorizes an allotment of pay to comply with the terms of a
court decree ordering him to make payments for the support of his
wife and children that portion of each monthly payment which con-
stitutes the basic allowance for quarters retains its nontaxable char-
acter whether the payments are made voluntarily or in compliance
with the court order; and, if the member and his wife do not make
a single return jointly, only the amounts which are deducted from
the member’s pay are required to be included in the wife’s gross in-
come under section 71(a) (3) of the Internal Revenue Code of 1954.

Only the amounts includible in the wife’s gross income which are
paid within the member’s taxable year are deductible by him under
section 215 of the Code, provided they otherwise qualify as “periodic
payments.”

Advice has been requested as to the amount includible in the gross
income of the wife of an enlisted member of the Armed Forces of the
United States with respect to an allotment which he authorized in com-
pliance with a court decree ordering him to make payments for the
support of his wife and children.

The enlisted man concerned is entitled to a basic allowance for
quarters which is payable only for such periods as he has in effect an
allotment of pay equal to the applicable rate for basic allowance plus
$40 per month. See section 802 of the Career Compensation Act of
1949, as amended by sections 2 through 4 of the Dependents Assistance
Act of 1950, as amended, 37 U.S.C. 252 (f) and (h).

In the instant case, the member had no allotment in effect when a
court heard a motion brought by his wife and found his wife and
children without means of support. The court ordered him to make
monthly payments to her in an amount which was equal to the basic
allowance for quarters plus $40. The decree did not specify any
amount as a sum payable for the support of the children.

In order to comply with the court order, the serviceman authorized
an allotment for the support of his wife and children. Thereafter, the
amount of $40 per month was deducted from his basic pay and his wife
received an allotment which included the basic allowance for quarters.
See section 302 of the Career Compensation Act of 1949, supra.

Section 71(a) (3) of the Internal Revenue Code of 1954 provides
that if a wife is separated from her husband, the wife’s gross income
includes periodic payments received by her from her husband under a
decree entered after March 1, 1954, requiring the husband to make the
payments for her support or maintenance, provided the husband and
wife do not make a single return jointly.

Section 215 of the Code provides that, in the case of a husband
described in section 71 of the Code, there shall be allowed as a deduc-
tion amounts includible under section 71 of the Code in the gross in-



§71.] 28

come of his wife, payment of which is made within the husband’s
taxable year. .

That portion of the monthly payment to dependents of an enlisted
member of the Armed Forces of the United States which constitutes
the basic allowance for quarters is excludable from gross income of
both the serviceman and his dependents. See section 1.61-2(b) of the
Income Tax Regulations; 1.T. 2219, C.B. IV-2, 41 (1925) ; LT, 4092,
C.B. 1952-2, 115; and Rev. Rul. 55-572, C.B. 1955-2, 45.

Accordingly, it is held that where an enlisted member of the Armed
Forces of the United States authorizes an allotment of pay to comply
with the terms of a court decree ordering him to make payments for
the support of his wife and children, that portion of each monthly
payment which constitutes the basic allowance for quarters retains its
nontaxable character whether the payments are made voluntarily or in
compliance with the court order; and, if the member and his wife do
not make a single return jointly, only the amounts which are de-
ducted from the member’s pay are required to be included in the wife’s
gross income under section 71(a)(3) of the Code.

SECTION 72.—ANNUITIES: CERTAIN PROCEEDS OF
ENDOWMENT AND LIFE INSURANCE CONTRACTS

26 CFR 1.72-6 : Investment in the contract. Rev. Rul. 62-137

An organization, such as a corporation, trust, fund or foundation
(other than a commerecial insurance company), from time to time,
enters into agreements to pay life annuities of a specified amount to
individuals or to their designees in exchange for money or other
property. Held, the annuity contracts issued by such an organization
are sufficiently comparable to individual annwity contracts issued by
commercial insurance companies to justify the application of a similar
standard of valuation to both. See Anna L. Roymond v. Commis-
sioner, 40 B.T.A. 244, affirmed 114 Fed. (2d) 140, certiorari denied,
311 U.S. 710. Accordingly, the annuity rates listed in the table below,
which have been selected as representative of the annuity rates cur-
rently charged by leading comiercial insurance companies for indi-
vidual contracts, will be used as the standard for valuing currently
issued annuities (single life) for Federal tax purposes. It must be
realized, however, that the table is subject to change depending upon
market conditions. Notice of change will be given by publication in
the Internal Revenue Bulletin.

1f the agreement provides for an annuity which is not a single life
annuity, then appropriate rates, comparable to the single-life rates
shown in the table below, shall be used in the valuation.  In the case
of a completed transaction involving such an annuity, the Commis-
sioner of Internal Revenue, Washington 25, D.C., will furnish the
rate to the taxpayer concerned upon request. The request must be
accompanied by a statement of the date of birth of each annuitant and
by copies of the relevant instruments.

The values preseribed herein will apply even though the annuity
contract to be valued (or any other contract) is reinsured or coinsured
with a commercial insurance company, unless the agreement provides
that all or a specified portion of the annuity obligation has been
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reinsured by a designated commercial insurance company. In such
case, the designated commercial insurance company’s individual an-
nuity rate for a comparable contract will be used for the amount of
the obligation so reinsured, and the values prescribed herein will apply
to any balance of the obligation.

The values prescribed herein will apply for the purpose of determin-
ing the aggregate amount of consideration paid for the contract (in-
vestment in the contract) for purposes of section 72 of the Internal
Revenue Code of 1954. ’

The provisions of this Revenue Ruling apply to annuity contracts
issued by such organizations on or after September 6, 1962, which is
10 days after the date of publication in the Internal Revenue Bulletin.
The value of an annuity contract based on any acceptable table prior
to the above date will not be changed.

Fair MARKET VALUE OF ANNUITIES ISSUED BY ORGANIZATIONS (OTHER THAN
COMMERCIAL INSURANCE COMPANIES) ON OR AFTER SEPTEMBER 6, 1962

Single Life Rates

Rates for immediate annuity of $1.00 per annum

Rate Rate
Age Age
Male Female Male Female
32 L. 22, 812 25.063 || 59 oo _._ 13. 924 15. 942
1 22. 566 24. 809 60 - 13. 526 15. 531
34 . 22. 312 24. 550 61 _____ 13. 125 15. 116
35 e 22. 052 24 284 || 62___________ 12. 717 14. 696
36 e 21. 785 24. 012 63 .. 12. 306 14, 271
E 21, 510 23. 734 64 . 11. B89 13, 842
38 ememeee- 21. 228 23.449 || 65_ . ________ 11. 469 13. 409
|1 I, 20. 940 23. 158 66, oo 11. 046 12. 970
40 e 20. 643 22,858 || 67 o _.__ 10. 641 12. 527
[ S, 20. 339 22, 552 (3. T 10. 266 12. 078
42 e 20. 027 22, 239 69 9. 889 11. 627
43 - 19. 707 21. 919 70 oo 9. 512 11. 172
4 . 19, 382 21. 590 (4 DA 9, 143 10. 715
45 . 19. 049 21. 255 || 72 _______ 8.775 10. 256
46_ . 18. 710 20,911 || 73___________ 8. 408 9. 879
47 - 18, 368 20. 560 || 74 __________ 8. 043 9, 502
48 . - 18. 019 20.203 || 765 ____.__.__. 7. 682 9.125
49 . 17. 667 19.838 || 76___________ 7. 323 8. 749
50 - 17. 311 19. 468 || 77 _____-.__ 6. 970 8, 374
[ . 16. 950 19. 094 78 e 6. 622 8. 001
52 - 16. 586 18. 714 || 79 ____._.__ 6. 281 7. 632
53 16. 217 18. 331 80_ _ .- 5. 946 7. 266
54 - 15. 845 17. 942 81 __ . ___ 5. 619 6. 905
[57: T, 15. 469 17. 550 82 - 5. 299 6. 549
54 15. 089 17.154 || 83______.___._ 4. 989 6. 200
[ Y . 14. 705 16. 764 || 84__________ 4. 688 5. B57
B8 - 14. 317 16.351 || 85__.__._____ 4 397 5. 522

The above table gives the rate for a life annuity of $1.00 per annum in annusl installments, first payment
one year hence. To obtain the rate for an annuity of $1.00 per annum payable in installments at the end
of each:

(a) monthly period, add $0.482 to the tabular rate,

(b) quarterly period, add $0.395 to the tabular rate.

(¢) semiannual period, add $0.263 to the tabular rate.
For example, the rate for an annuity of $1.00 per annum payable at the end of each quarter during the life
of a male aged 56 is $15.089 plus $0.395 or $15.484,
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Rev. Rul. 62-216

Annuity rate tables for the purpose of valuing annuities issued_by
an organization such as a corporation, trust, fun_d or foundation
(other than a commercial insurance company) in exchange for
money or other property.

Revenue Ruling 62-137, page 28, supplemented.

Secrion 1. Purrosk.

.01 The purpose of this Revenue Ruling is to provide additional
annuity rates for use with Revenue Ruling 62-137, page 28. T}}at
Revenue Ruling prescribes a standard to be used in evaluating for
Federal tax purposes the annuity agreements issued from time to
time by an organization such as a corporation, trust, fund or founda-
tion (other than a commercial insurance company) in exchange for
money or other property. It also contains an annuity rate table
(single life) for ages 32 to 85, inclusive. ) .

.02 Since publication of that Revenue Ruling, a feasible tabular
method has been found for evaluating ordinary joint and survivor
annuities (two lives) according to the prescribed standard. This
method is 1llustrated and explained hereinafter. At the same time,
it has become apparent that the range of single life rates should be
extended.

Skec. 2. SixeLE Lire ANNUITY PavABLE ANNUALLY.

Table A shows the rate for an annuity (single life) of $1.00 per an-
num payable annually at the end of each year during the life of an
annuitant of specified age and sex. Thus, the table shows that the
rate for a male aged 56 is $15.089. This means that the value, accord-
ing to the prescribed standard, of an annuity of $1,000 per annum pay-
able annually during the life of a male annuitant aged 56, first pay-
ment one year hence, is $1,000 times 15.089 or $15,089.

Src. 8. ANNUITY PavapLe Oriter TiranN ANNUALLY.

Whether the annuity is a single life or a joint and survivor annuity,
to obtain the rate for $1.00 per annum payable in equal installments at
the end of each:

g a) monthly period, add $0.482 to the annual rate,
b) quarterly period, add $0.395 to the annual rate.
(¢) semiannual period, add $0.263 to the annual rate.

Thus, the rate for an annuity of $1.00 per annum payable quarterly
during the life of a male annuitant aged 56, first payment three months
hence, is $15.089 (annual rate from Table A), plus 0.395, or $15.484.
Accordingly, if the annuity were in the amount of $1,000 per annum,
payable quarterly, its value, according to the prescribed standard,
would be $1,000 times 15.484, or $15,484.

Sec. 4. Partiar Jornt Lire PreMiom (Two Laves).
01 A necessary step in the computation of a joint and survivor
annuity rate, shown in section 5, is to determine an ancillary value,

which is hereinafter referred to as the “partial joint life premium.”
This step of the computation utilizes Tables B and C.
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02 If one or both of the annuitants is female, it is necessary, before
entering Tables B and C, to substitute for each female annuitant a
male annuitant 4 years younger; that is, to subtract 4 years from the
age of each female annuitant. Tables B and C are then used with
male ages only, either actual or substituted.

03 An “equivalent equal age” corresponding to any two male ages
can be determined by means of Table B. This age will consist of a
whole number and a decimal. Straight line interpolation between two
adjacent premiums in Table C will then give a value, corresponding
to the “equivalent equal age,” which is the partial joint life premium
to be used in the larger computation, section 5, step (2).

L'zample 1. The partial joint life premium for a male annuitant
aged 65 and a female annuitant aged 60 is $9.855, obtained as follows:

Actual ages 65Male GOFemale
Subtract 4 years from the age of each female annui-

225 1 — 4
Male ages - S 65M 56M

Difference in male ages is :
65 less 56 or 9 years
Add: Addition to younger age for a difference in age
of 9 years (see Table B) _________________________ 5.513

Equivalent equal age__ . ______________________ 61, 513M
Integral ages below and above 61.513M :—61M, 62M________
Partial joint life premium, two lives both aged 61M, from

Table C o e $10. 038 $10. 038
Partial joint life premium, two lives both aged 62M, from

Table C_._ e 9. 682
Decrease in premium for 1 year of age____________ ________ $0. 356

Times fractional portion of equivalent equal age__________ x 0.513
Decrease for 0.518 of a year of age_______________________ $0. 183 0.183
Partial joint life premium, two lives both aged 61.518M______ $9. 855
Partial joint life premium, two lives aged 635M and 56M has

the same valve_______________________ . $9. 855
Partial joint life premium, two lives aged 65M and 60F also

has the same value___ $9. 855

Ezample 2. The partial joint life premium for two female annui-
tants aged 69 and 60 is also $9.855:

Actual ages___._____ e 69F 60T
Subtract 4 years from the age of each female annuitant____________ 4 4
Male AeS e 65M  56M

From example 1, the partial joint life premium for two lives aged
65 Male and 56 Male is $9.855. Therefore, the partial joint life pre-
mium for two lives aged 69 Female and 60 Female is $9.855.

Sec. 5. JoINT AND SURvivor ANNUITY Pavasie Axnvainy (Two
Lives.)

01 The method of computing the rate for an annuity payable
annually during the joint lives and the life of the survivor of two
persons (a “joint and survivor annuity”) is necessarily somewhat
involved.
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The method consists of the following steps: )

(1) Find the sum of the two single life rates separately appli-
cable to the annuitants, these rates being taken from Table A.

(2) Compute the appropriate “partial joint life premium,”
using Tables B and C and the method outlined in section 4.

(3) Subtract Item (2) from Item (1) to obtain the “unad-
justed joint and survivor rate.” - .

(4) Extract from Table D the two adjustment factors cor-
responding to the age and sex of the individual annuitants.

(5) From the unadjusted joint and survivor rate, Item (3),
subtract whichever of the adjustment factors of Item (4) is the
smaller. (If these factors are equal, subtract the amount of one
of them.)

The result is the desired rate, that is, the rate for an annuity of $1.00
per annum payable annually during the joint lives and the life of
the survivor of the two annuitants, first payment one year hence.

Exzample 3. The rate for an annuity of $1.00 per annum payable
annually during the joint lives and the life of the survivor of a male
annuttant aged 65 and a female annuitant aged 60 is $17.082, obtained
as follows:

Single life rate, age 65M, from Table A _________________ $11. 469

Single life rate, age 60F, from Table Ao ________________ 15. 531

(1) Sum of the single life rates.. JE U, &27. 000
(2) Subtract the partial joint life premium for two lives aged GoM and

60F (see example 1) _______________________ o __ 9. 855

(3) Unadjusted joint and survivorrate_____________________ §17. 145
Adjustment factor, age 656M, from Table D__________ $0. 063
Adjustment factor, age 60F, from Table D_______.___ 0. 521

(4) Subtract the smaller of the two adjustment factors._____ 0. 063

(5) Required joint and survivor rate.—eeeoeeo— oo occoooeoon $17. 082

Thus the value, according to the prescribed standard, of a joint
and survivoer annuity of $1,000 payable annually (first payment one
year hence) during the joint lives and the life of the survivor of a
male annuitant aged 65 and a female annuitant aged 60 is $1,000-X
17.082, or $17,082,

Example 4. The rate for an annuity of $1.00 per annum payable
annually during the joint lives and the life of the survivor of two
female annuitants aged 69 and 60 is $17.161, obtained as follows:

Single life rate, age 69F, fromTable A___________________________ $11. 627

Single life rate, age 60F, from Table A 15.531

(1) Sum of the single life rates e $27.158
(2) Subtract the partial joint life premium for two lives aged 69F

and 60F (see example 2) ____ o een 9. 835

(3) Unadjusted joint and survivor rate_______ . _________________ $17. 303
Adjustment factor, age 69F, from Table D___________ $0. 142
Adjustment factor, age 60F, from Table D___________ 0. 521

(4) Subtract the smaller of the two adjustment factors______________ 0.142

(3) Required joint and survivor rate_______ o __ $17.161
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Thus, the value, according to the prescribed standard, of a joint
and survivor annuity of $1,000 payable annually (first payment one
year hence) during the joint lives and the life of the survivor of two
female annuitants aged 69 and 60 is $1,000 x 17.161, or $17,161.

Example 5. The rate for an annuity of $1.00 per annum payable
annually during the joint lives and the life of the survivor of two
male annuitants aged 65 and 56 is $16.640, obtained as follows:

Single life rate, age 65M, from Table A $11. 469

Single life rate, age 56M, from Table A 15. 089

(1) Sum of the single life rates__ . e $26. 558
(2) Subtract the partial joint life premium for two lives aged 65M

and 56M (see example 1) 9. 855

(8) Unadjusted joint and survivor rate__________ o $16. 703

Adjustment factor, age 65M, from Table D___._ $0. 063
Adjustment factor, age 56M, from Table D___ 0. 300
(4) Subtract the smaller of the two adjustment factors_— . ______..__. 0. 063
(5) Required joint and survivor rate__________ ___________ . _____ $16. 640

Thus the value, according to the preseribed standard, of a joint and
survivor annuity of $1,000 payable annually (first payment one
vear hence) during the joint lives and the life of the survivor of two
male annuitants aged 65 and 56 is $1,000 x 16.640, or $16,640.

.02 for the method of adjusting the joint and survivor rate in cases
where the annuity is payable in semiannual, quarterly, or monthly
installments, see section 3.

Skc. 6. Rates SuBsecT To CHANGE.

Tables A, B, C and D are subject to change depending upon market
conditions. Notice of change will be given by publication in the
Internal Revenue Bulletin.
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Sec. 7. Errect oN OTHER DOCUMENTS.

"This Revenue Ruling supplements Revenue Ruling 62-137, page 28,
and facilitates the valuation of certain annuity agreements according
to the standard prescribed therein.

TaBLE A
Single Life Rates

Rates for immediate annuily of $1.00 per annum

Rate Rate
Age Age

Male Female Male Female

18. 710 | 20. 911
18. 368 | 20. 560
18. 019 | 20. 203
17. 667 | 19. 838
17. 311 | 19. 468
16. 950 | 19. 094
16. 586 | 18. 714
16. 217 | 18. 331
15. 845 | 17. 942
15. 469 | 17. 550
15.089 | 17. 154
14. 705 | 16. 754
14. 317 | 16. 351
13. 924 | 15. 942
13. 526 | 15. 531
13.125 | 156. 116
12. 717 | 14. 686
12.306 | 14 271
11. 889 | 13. 842
11. 469 | 13. 409
11.046 | 12. 970
10. 641 | 12. 527
10. 266 | 12. 078

9. 889 | 11. 627

9.512 | 11.172

9. 143 | 10. 715
8. 775 | 10. 256
8. 408 9. 879
8. 043 9. 502
7. 682 9. 125
7. 323 8. 749
6. 970 8. 374
6. 622 8. 001
6. 281 7. 632
5. 046 7. 266
5. 619 6. 905
5. 299 6. 549
4. 989 6. 200
4. 688 5. 857
4. 397 5. 522
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TaBLE B
Uniform Seniority Table

Two male lives

[§ 72.

Diflercnee in age Addition to Difference in age Addition to
younger age younger age
O R T 24. 691
. 1.05Y W32 . 25. 655
Bl 1.616 || 33___ . ___________ 26. 621
Ao . 2.206 || 34 ______________ 27. 591
L5 U 2.820 [ 35 __ 28. 564
L U 3.459 |} 36 ____ 29. 539
T e 4,121 || 37 . 30. 517
S S U S UU, 4,806 || 38_______ . 31. 497
L U 5513 | 839_ . _____ 32. 479
0. .. 6.241 || 40.___________________ 33. 462
11 6.989 || 41_____ .. 34. 447
12 . 7.756 4 42__ . _______________ 35. 434
18 o __ 8541 Y| 43____ . ____ 36. 422
14 . __ 0.343 || 44 _________________. 37. 411
15 . 10. 161 |} 45 ____________ 38. 401
16 ___ 10,994 ) 46 _____.______ 39. 392
| 1. 840 || 47 _____ 40. 384
18 12.700 || 48 ... 41. 377
19 . 13.572 | 49___ . 42. 370
20 . 14.4556 § B0 . ______ 43. 365
21 . - 15.348 || B _____ . ____ 44. 359
2 e 16.251 52 __ ... 45. 354
23 el 17.162 || 63 . __ 46. 350
P S 18.082 || 64 _______ 47. 346
25 . 18,008 {| 65 . ____________ 48. 343
26 _ .. 19.942 || 56___ . _________ 49. 340
b (R 20.881 It B7_ . _____. 50. 337
28 .. 21,827 || B8 .. 51, 334
29 .. 22. 77T |1 89 __ 52. 332
30 . . 23.732 || 60 .. 53. 330

674024°—63——4
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TasLe C
Partial Joint Life Premiums
Two male lives

Equal ages male Partial premiom Equal ages male Partial premium
6 e . 23.416 || 46 ____ 15. 254
T e 23.825 || 47 . ___ 14, 913
- TS 23.228 || 48 o 14, 571
L 23.125 || 49 _.__ 14. 226
100 .. 23.019 || 50____________________ 13. 880
1. 22.907 || 51 ___ 13. 534
2 ... 22. 791 82 o ____ 13. 187
13 __ 22.671 || 53 o _____ 12. 839
4 . 22,646 ) 54 __________________ 12. 491
15 .. 22.416 | 55 ___ 12. 143
16 _____ 22,282 || 66 __ . _________ 11. 795
17 e __ 22,142 || 57 _____ 11. 446
e 21.998 |y B8__ . _______ 11. 096
19 .. 21.848 || 59 ______ 10. 745
20 e 21.693 4| 60__ . __ 10. 393
2Y .. 21.632 | 61__ . _______ 10. 038
22 . 21.365 || 62__ . ________._ 9. 682
23 e 21.192 || 63 ______ 9. 324
b 21.014 (| 64 ______ . ______ 8. 965
25 L . 20.829 || 65____ . _______.__ 8. 606
26 . e 20.637 || 66 .. ________ 8. 248
2 e ___ 20.439 || 67 . ________ 7. 891
28 o ____ 20.234 (| 68 __.________________ 7. 536
29 . 20.0238 [ 69_____________._____. 7. 183
B0 e e 19.804 || 70 . _____________ 6. 834
3l e ___ 19578 4| 71 . _____ 6. 490
32 . _ 19.344 || 72 _______ 6. 150
38 . 19.103 | 78 o ___ 5. 817
34 L __. 18.855 || 74 _______________ 5. 489
35 L __ 18. 598 4 75_ o ________ 5. 169
36 . 18.834 || 76 _____________ 4. 857
BT e 18.062 || 77______i_____________ 4. 553
B8 . 17.781 || 78 ____ 4. 258
39 L _____ 17.492 || 79 _____________ 3. 973
40 .. 17.195 )| 80____________________ 3. 698
41 ._ 16.889 || 81_______ _____________ 3. 432
42 . 16,575 || 82____________________ 3. 178
43 . 16.253 || 83 __ . ____ 2. 934
4 . 15.925 1) 84___ ___________ . _____ 2. 701
45 .. 15,891 |} 85_ . __ ___________ _———— 2. 480
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TasLe D
Adjustment Factors

For use with joint and survivor annuilies only

Age Male Female Age Male Female
6 . 1,616 | . ____ 46 . . 563 1. 111
T e 1.689 |________ 47 . . 837 1. 068
8 1.563 |________ 48 .. . 5611 1. 026
L S 1,837 |- ___. 49 . . 484 . 984
10 1. 511 2. 626 50 .. . 458 . 942
11 1. 484 2. 584 5l .. . 432 . 900
12 . 1. 458 2. 542 52 o __._. . 405 . 858
13 . 1.432 | 2. 500 53 - . 379 . 816
4 . 1. 405 2. 458 54_ .. . 353 L 774
15 . 1. 379 2.416 55 .. . 326 . 732
16 . 1.353 | 2.374 56 . ... . . 300 . 689
17_ . 1.326 | 2. 332 57 ... . 274 . 647
18 . 1.300 | 2.289 58 _ . . 247 . 605
19 ____ 1. 274 2. 247 51! . 221 . 563
20 o . 1. 247 2. 205 60 .. . 195 . 521
P 1. 221 2. 163 61 _ . . 168 . 479
22 . 1. 195 2. 121 62 . . 142 . 437
23 . 1. 168 2. 079 63 .. . 116 . 395
24 . 1. 142 2. 037 64__ ... . 089 . 353
25 .. 1. 116 1. 995 66 . . 063 . 311
26 . __ 1. 089 1. 953 66 . __ . 037 . 268
27 .. 1. 063 1. 911 67 .. . 021 . 226
28 . 1. 037 1. 868 68 . . 021 . 184
29 . 1. 011 1. 826 69 . . 021 . 142
30 o _ . 984 1. 784 70 .. . 021 . 100
3l L. . 958 1. 742 . . 025 . 058
32 .. . 932 1. 700 72 . . 029 .016
33 - . 905 1. 658 £ T . 033 . 016
34 - . 879 1. 616 T4 . . 037 . 016
38 . 853 1. 574 0 . . 041 . 016
36 . . 826 1. 532 76 . 045 . 016
3T o . 800 1. 489 T _ . 049 . 016
38 . . 774 1. 447 78 . . 053 . 016
39 . . 747 1. 405 79 . . 057 . 016
40 o . . 721 1. 363 80 - . 061 . 016
41 . 695 1. 321 81 . . 064 - 016
42 . . 668 1. 279 82 . . 068 . 016
43 . . 642 1. 237 83 . . 072 . 016
44 . . 616 1. 195 84___ .. . 076 . 016
45 . . 589 1. 153 85 .. . 080 . 016

PART HIL—ITEMS SPECIFICALLY EXCLUDED FROM GROSS INCOME

SECTION 101.~CERTAIN DEATH BENEFITS

96 CFR 1.101-2: Employees’ death benefits. Rev. Rul. 62-1021
(Also Section 102; 1.102-1.)
The Internal Revenue Service will no longer contend that section

101 (b) of the Internal Revenue Code of 1954 applies to limit to $5,000
the exclusion from gross income of an amount paid to the widow of a

1 Based on Technical Information Release 371, dated March 19, 1962.
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deceased employee, where the payment otherwise qualifies as a gift
excludable under section 102(a) of the Code. = =

The Service has abandoned its former contention in view of adverse
decisions in the cases of Grace P. Reed et al. v. United States, 177
Fed. Supp. 205 (1959), affirmed without opinion, 277 Fed. (2d) 456
(1960) ; Virginia Luty Cowan v. United States, 191 Fed. Supp. 703
(1960) ; Qenevieve E. Frankel et al. v. United States, 192 Fed. Supp.
776 (1961); and Ellis H. Wilner et al. v. United States, 195 Fed.
Supp. 786 (1961). The Government withdrew this argument in its
defense of the case of Florence G. Rice v. United States, 197 Fed.
Supp. 223 (1961). ' ) )

Revenue Ruling 60-326, C.B. 1960-2, 32, is modified accordingly.

The Service will continue to argue that, in extending section 101 (b)
of the Code to noncontractual payments, Congress assumed that such
payments did not qualify as gifts, thereby endorsing the Service's
ruling in L.T. 4027, C.B. 1950-2, 9, that widows’ payments generally
are not gifts.

SECTION 102—GIFTS AND INHERITANCES
26 CFR 1.102-1: Gifts and inheritances.

Payments received from the former employer of the taxpayer’s
deceased husband. See Rev. Rul. 62-102, page 37.

SECTION 106.—CONTRIBUTIONS BY EMPLOYER TO
ACCIDENT AND HEALTII PLANS

26 CFR 1.106-1: Contributions by employer Rev. Rul. 62-199
to accident and health plans.

The taxpayer is a retired employee of a company which maintains
a health and accident plan to provide hospital, medical and surgical
insurance coverage for its retired employees, as well as its active em-
ployees. Under the plan, the company pays two-thirds of the monthly
premium costs of the coverage. The balance of the monthly premium
costs are paid by the covered active and retired employees. The tax-
payer continued coverage under the health and accident plan after
retirement by authorizing the company retirement system to deduct
his share of the insurance premium costs from his monthly retirement
checks. The taxpayer doesnot own stock in the company.

Held, amounts paid by the company under the plan as its share
of the cost of providing hospital, medical and surgical insurance cover-
age for the retired employee are excludable from his gross income for
purposes of section 106 of the Internal Revenue Code of 1954.

SECTION 107—RENTAL VALUE OF PARSONAGES
26 CFR 1.107-1: Rental value of parsonages. Rev. Rul. 62-117
A resolution of the executive committee of a national church

agency can not effectively designate a portion of the salaries of min-
isters of local congregations of the denomination involved as rental
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alloyvances so as to qualify such portion for an exclusion under
section 107 of the Internal Revenue Code of 1954 where each local
congregation employs and compensates its own minister, However,
the resolution is effective with respect to ministers in the immediate
employ of the national church ageney.

Advice has been requested whether a resolution of the executive
committee of a national church agency, fixing as a rental allowance a
portion of the salaries received by all the ministers of the denomina-
tlon, meets the requirements of section 1.107-1 of the Income Tax
Regulations so as to exclude the part of the salaries so designated
from the gross income of the ministers under section 107 of the In-
ternal Revenue Code of 1954.

The executive committee of the national church agency passed a
resolution designating as a rental allowance a portion of the salaries
of ministers “performing services in exercise of their ministry in the
control, conduct and maintenance™ of local congregations of the de-
nommations involved. The resolution by its terms covered ministers
directly employed by the national church agency in executive and
administrative positions as well as ministers of the local congrega-
tions. These congregations are independent of the executive com-
mittee as to policy and conduet of their local affairs.

Section 107 of the Code provides that, in the case of a minister of
the gospel, gross income does not include the rental value of a home
furnished to him as part of his compensation, or the rental allowance
paid to him as part of his compensation, to the extent used by him
to rent or provide a home,

Section 1.107-1(b) of the regulations provides, in effect, that any
renta] allowance paid to a minister must be properly designated as
such pursuant to official action taken by the “employing church or
other qualified organization.”

The resolution in the instant case fulfilled the requirement of an
official action with respect to the ministers, otherwise qualified, em-
ployed by the national church agency itself and receiving compen-
sation directly from that agency. However, where, as here, the min-
isters were hired and paid by local congregations, such congregations
are the “employing church” and only action taken by them can ef-
fectively designate a portion of the ministers’ salaries as a rental allow-
ance for purposes of section 107 of the Code.

Accordingly, it is held that the amount designated as a rental
allowance in the resolution of the executive committee, while effective
so as to qualify a minister in the employ of the national church agency
for an exclusion from gross income under section 107 of the Code, 1s
not effective to allow an exclusion under section 107 of the Code for
other ministers who are employed and paid by local congregations.

Pursuant to authority contained in section 7805(b) of the Code,
the provisions of this Revenue Ruling with respect to ministers of the
local congregations will be applied only as to payments made after
December 31, 1962,

Rev. Rul. 62-171

Ordained ministers of the gospel who teach or have positions in-
volving administrative and over-all management duties in parochial
schools, colleges, or universities which are integral agencies of reli-
gious organizations under the authority of a religious body consti-
tuting a church or church denomination are in the performance of
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their duties as ministers of the gospel for purposes of section 107
of the Internal Revenue Code of 1954. Therefore, they may exclude
from their gross income the rental value of homes furnished to them,
or rental allowances paid to them, as part of their compensation,
to the extent used by them to provide homes.

Adyvice has been requested whether certain ordained ministers of the
gospel employed by parochial schools, colleges, or universities, under
the circumstances deseribed below, may exclude from their gross in-
come, under section 107 of the Internal Revenue Code of 1954, the
rental value of homes furnished to them, or rental allowances paid to
them, as part of their compensation.

The taxpayers are ordained ministers of the gospel employed as
teachers and administrators in parochial schools, colleges or univer-
sities which are integral agencies of religious organizations under the
authority of a religious body constituting a church or church denomi-
nation. All of the ordained ministers are authorized to conduct
religious worship, to perform sacerdotal functions, and to administer
ordinances in accordance with the prescribed rites and rituals of the
church denomination, both in connection with and in addition to their
other duties. A

Those ministers who are employed as teachers in the parochial
schools teach both religious and secular subjects. Teaching and sacer-
dotal functions are largely combined in these parochial schools and
teachers are remunerated for both. Some of the ministers employed
as teachers in the colleges or universities teach religious subjects, while
others teach secular courses. Other ordained ministers are employed
as heads of departments of religion or as administrative and executive
heads of the parochial schools, colleges or universities.

Section 107 of the Code provides that, in the case of a minister
of the gospel, gross income does not include the rental value of a
home furnished to him as part of his compensation, or a rental allow-
ance paid to him as part of his compensation, to the extent used by
him to rent or provide a home.

Section 1.107-1(a) of the Income Tax Regulations provides, in
part, that in order to qualify for the exclusion under section 107 of
the Code, the home or rental allowance must be provided as remunera-
tion for services which are ordinarily the duties of a minister of the
gospel, and that, in general, the rules provided in paragraph (e) of
section 1.1402(c)-1 of the regulations, relating to the Self-Employ-
ment Contributions Act of 1954 (chapter 2, subtitle A, Internal Reve-
nue Code of 1954), will be applicable to such determination.

Section 1.1402(c)-1(e) (2) (1i) of the regulations provides, subject
to an exception not material here, that services performed by a min-
ister in the exercise of his ministry include the ministration of sacer-
dotal functions and the conduct of religious worship, and the control,
conduct, and maintenance of religious organizations (including the
religious boards, societies, and other integral agencies of such or-
ganizations), under the authority of a religious body constituting a
church or church denomination.

Revenue Ruling 57-107, C.B. 1957-1, 277, holds, in part, that male
teachers in parochial schools of a church denomination who, although
not duly ordained as “pastors,” are inducted into the teaching ministry
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as ministers of religion according to the rites of the church and per-
form full-time services for the church by teaching, preaching, and,
when needed, acting for or assisting an ordained pastor in the conduct
of religious services, are “duly ordained, commissioned, or licensed
ministers of a church” within the contemplation of section 1402(c) (4)
of the Self-Employment Contributions Act of 1954, and that their
services are performed in the exercise of their ministry.

Revenue Ruling 55-243, C.B. 1955-1, 490, in interpreting the pro-
visions of section 408.215 of Regulations 128, the predecessor of section
31.3121(b) (8)-1(b) of the Employment Tax Regulations, states that
it is generally held that services performed by ordained ministers as
heads of religious departments and as teachers and administrators on
the faculty of a college or university which is an integral agency of a
religious organization under the authority of a religious body consti-
tuting a church or church denomination are in the exercise of their
ministry and are excepted from “employment” under section 1426 (b)
(9) (A) of the Federal Insurance Contributions Act (subchapter A,
chapter 9, Internal Revenue Code of 1939).

The provisions of section 31.3121(b) (8)-1(b) of the Employment
Tax Regulations, applicable in determining when a minister is in the
exercise of his duties as such for purposes of taxes under the Federal
Insurance Contributions Act (chapter 21, subtitle C, Internal Revenue
Code of 1954), are substantially identical to those found in section
1.1402(c)-1(e) of the Income Tax Regulations.

In view of the reference in section 1.107-1(a) of the regulations to
paragraph (e) of section 1.1402(c)-1 of the regulations, services
which are considered to be performed by a minister in the exercise of
his ministry for purposes of section 1.1402(c)-1(e) are also, in general,
considered as services which are ordinarily the duties of a minister
of the gospel for purposes of section 1.107-1(a). But compare the
last sentence of section 1.107-1(a) with section 1.1402(c¢)-1(e) (3) (iii)
of the regulations.

Accordingly, based on the foregoing, it is held that the ordained
ministers of the gospel in the instant case who teach or have positions
involving administrative and over-all management duties in the
parochial schools, colleges or universities which are integral agencies
of religious organizations under the authority of a religious body con-
stituting a church or church denomination are in the ¥erf0ymance of
their duties as ministers of the gospel for purposes of section 107 of
the Code and they may, therefore, exclude from their gross income the
rental value of a home furnished to them as part of their compensa-
tion, or rental allowances paid to them, as part of their compensation
to the extent used by them to provide a home.

(Also Sections 163, 164; 1.163-1, 1.164-1.) Rev. Rul. 62-212

The amounts of interest and taxes paid by a minister of the gospel in
connection with his personal residence are allowable as itemized de-
ductions, under the provisions of sections 163 and 164 of the Internal
Revenue Code of 1954, respectively, even though the minister is enti-
tled to a rental allowance exclusion under section 107 of the Code.
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SECTION 117—SCHOLARSHIPS AND FELLOWSHIP
GRANTS

26 CFR 1.117-1: Exclusion of amounts received Rev. Rul. 62-188
as a scholarship or fellowship grant.

Grants paid to faculty members of the X University by the ¥
Fund, a corporation which is managed and operated for the benefit
of the educational program of the X University, to enable the recipi-
ents to engage in study or research at another university during
the summer months, are excludable from the gross incomes of the
recipients to the extent provided in section 117 of the Internal
Revenue Code of 1954, relating to scholarships and fellowship
grants, subject to the limitations of section 117(b), where the re-
cipients are not obligated to return to the X University at the end
of the Summer or to repay the grant, or any part thereof, upon
their failure to return, and the grants are based upon (1) the merit
of the program of study submitted by the applicant for a grant,
and (2) the relative importance of the plan of study submitted in
relation to current educational demands.

Advice has been requested whether grants paid to faculty members
of the X University under the circumstances described below may be
excluded from the gross incomes of the recipients under section 117
of the Internal Revenue Code of 1954.

The ¥ Fund is a corporate entity separate and distinct from the
X University. Tt is nof an educational institution in the ordinary
sense, but, in effect, is an endowment fund managed and operated by
a Board of Trustees for the benefit of the educational program of
the X University. However, both the ¥ Fund and the X University
are organizations of the type described in section 501(c)(3) of the
Code and are exempt from tax under section 501(a) of the Code.

As part of its activities, the ¥ Fund initiated a “Summer Faculty
Grants” program designed primarily to enable members of the faculty
of the X University to engage in study or research during the sum-
mer months at some other university.

Under the program, applicants must submit plans for projected
study to the appropriate members of the Board of Trustees of the
Y Fund for approval. In the selection of the recipients of the grants,
consideration is given to (1) the merit of the plan submitted ti)y the
applicant and (2) the relative importance of the plan of study sub-
mitted by the applicant in relation to current educational demands.
In the past, the trustees of the fund have rejected many applicants
because the study plans submitted were not considered suitable by
the trustees. Although recipients of grants are members of the faculty
of the X University, they are under no obligation to return to the
university as members of its faculty as a condition precedent to re-
ceiving the grant, or to refund any portion thereof, whether or not
thesy return to the university.

Section 117(a) of the Code provides that, in the case of an indi-
vidual, gross income does not include any amount received as a
scholarship at an educational institution (as defined by section 151(e)
(4) of the Code), or as a fellowship grant, including the value of
contributed services and accommodations, and any amount received
to cover certain specified expenses which are incident to a scholarshi
or to a fellowship grant, but only to the extent that the amount is
actually expended for the purposes enumerated therein.
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. Section 117(b) (1) of the Code provides that, in the case of an
individual who is a candidate for a degree at an educational institu-
tion, the exclusion provided by section 117(a) of the Code does not
apply to that portion of any amount received which represents com-
pensation for services required as a condition to receiving the scholar-
ship or fellowship grant,

If the individual is not a candidate for a degree, section 117(b) (2)
provides that the grantor must be an organization described in sec-
tion 501(c) (3) of the Code, which is exempt from tax under section
501(a) of the Code, or one of the described government agencies or
instrumentalities. In such cases, section 117(b) (2) (B) of the Code
limits the exclnsion to an amount equal to $300 times the number of
months for which the recipient received amounts under the grant
during such taxable year. No exclusion is allowable for a period of
more than 36 months, whether or not consecutive.

Section 1.117-4(c) of the Income Tax Regulations provides, as
far as here pertinent, that any amount paid or allowed to, or on
behalf of, an individual to enable him to pursue studies or research
shall not be considered as received as a scholarship or fellowship
grant if such amount represents either compensation for past, pres-
ent, or future employment services or represents payment for serv-
ices which are subject to the direction or supervision of the grantor,
or research primarily for the benefit of the grantor.

The facts disclose that the primary purpose of the grants con-
cerned is to further the education and training of the recipients in
their individual capacities. Although the recipients are employees
of the university, they do not receive the grants in the normal course
of their employment but must instead submit plans for projected study
to the trustees of the fund for approval on the basis of merit or need.
They render no services to the university during the periods covered
by the grants and are not obligated to do so in the future. Therefore,
the grants in question are not compensation for past, present, or future
employment services within the meaning of section 1.117-4(c¢) of the
regulations,

Accordingly, it is held that, in the instant case, the grants paid to
faculty members of the X University by the ¥ Fund, to enable the
recipients to engage in study or research at another university during
the summer months, are excludable from the gross incomes of the
recipients, to the extent provided in section 117 of the Code, subject
to the conditions and limitations of section 117 (b).

Rev. Rul. 62-205

Stipends received from institutions of higher education for attend-
ing counseling and guidance training and language development
institutes provided by those institutions by using funds received
from the Department of Health, Education, and Welfare, are
scholarship or fellowship grants which are exeludable from gross
income under section 117(a) of the Internal Revenue Code of 1954
by individuals who are candidates for degrees. Stipends received
by individuals attending such training institutes who are not can-
didates for degrees, including the amount of tuition, matriculation,
and other fees furnished or remitted, are excludable from gross in-
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come to the extent provided by section 117(b) (2) (B) of the Code,
if the grantor is an organization of the type enumerated in gection
117(b) (2) (A) of the Code.

Advice has been requested whether stipends received by individuals
for attending certain training institutes at institutions of higher edu-
cation provided by the institutions by the use of funds received from
the Department of Health, Education, and Welfare are excludable
from the recipients’ gross income as scholarships or fellowship grants.

Under sections 511 and 611 of the National Defense Education Act
of 1958, 20 T.S.C. 491 and 521, the Commissioner of Education is au-
thorized to arrange, by contracts with institutions of higher educa-
tion, for the operation by them of short-term or regular session
institutes for the provision of training to improve the qualifications
of personnel engaged in counseling and guidance of students in sec-
ondary schools, or teachers in such schools preparing to engage 1n
such counseling and guidance, and for individuals who are engaged in
or preparing to engage in the teaching, or supervising or training
teachers of any modern foreign language in elementary or secondary
schools.

Each individual who is qualified to attend an institute is eligible to
receive a stipend for the period of his attendance at such institute, and
each such individual with one or more dependents is eligible to re-
ceive an additional stipend for each dependent for the period of at-
tendance. The stipends are made available in order to encourage
and facilitate advanced study at centers by superior young persons
and by mature professional individuals. The grantees do not incur
any independent obligation to any educational institution or the
United States Government by accepting the stipends.

Section 117(a) of the Internal Revenue Code of 1954 provides that,
subject to certain conditions and limitations, amounts received by an
individual under a scholarship or a fellowship grant are excludable
from gross income. In the case of an individual attending an educa-
tional institution, who is working toward a degree, the total amount of
the stipend received under the grant is excludable from his gross
income.

Section 117 (b) (2) of the Code provides, in the case of an individual
who is not a candidate for a degree, that the exclusion applies only if
the grantor is an organization of the type described in section
117(b) (2) (A) of the Code, and the amount excludable is limited to
an amount which is not in excess of $300 per month times the number
of months for which the recipient received benefits under the scholar-
ship or fellowship grant during the taxable year. No such exclusion
is allowed after the recipient has been entitled to any exclusion for a
period of 36 months, whether or not consecutive.

Under section 1.117-3 of the Income Tax Regulations, the terms
“scholarship” and “fellowship grant” include the value of any amount
received in the nature of a family allowance for dependents. ~See Rev.
Rul. 55-554, C.B. 1955-2, 36,

_Accordingly, it is held that stipends received from institutions of
higher education for attending counseling and guidance training and
language development institutes provided by those institutions, by
using funds received from the Department of Health, Education, and
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Welfare, are scholarships or fellowship grants which are excludable
from gross income under section 117(a) of the Internal Revenue Code
of 1954 by individuals who are candidates for degrees.

Stipends received by individuals attending such training institutes
who are not candidates for degrees, including the amount of tuition,
matriculation, and other fees furnished or remitted, are excludable
from gross income to the extent provided by section 117(b) (2) (B) of
the Code, if the grantor is an organization of the type enumerated in
section 117(b) (2) (A) of the Code.

26 CFR 1.117-4: Ttems not considered
as scholarships or fellowship grants.

Statutory pay of a cadet of the United States Coast Guard Academy.
See Rev. Rul. 62-122, page 12.

PART V.—DEDUCTIONS FOR PERSONAL EXEMPTIONS

SECTION 151.—ALLOWANCE OF DEDUCTIONS FOR
PERSONAL EXEMPTIONS

26 CFR 1.151-2: Additional exemptions for dependents.

Travel and living expenses of son serving as a missionary. See Rev.
Rul. 62-113, page 10.

PART VI—ITEMIZED DEDUCTIONS FOR INDIVIDUALS AND CORPORATIONS

SECTION 161.—ALLOWANCE OF DEDUCTIONS

26 CFR 1.161-1: Allowance of deductions.

Deduction by employees of expenses attributable to the use of a
personal residence in the performance of their duties. See Rev. Rul.
62-180, page 52.

SECTION 162—TRADE OR BUSINESS EXPENSES
26 CFR 1.162-1: Business expenses. Rev. Rul. 62-133

So-called “payola” payments made to disc jockeys of radio or tele-
vision musical programs on or after December 6, 1959, are not
deductible under section 162 of the Internal Revenue Code of 1954.

“Payola” payments made to disc jockeys prior to December 6,
1959, are not deductible under section 162 of the Code in cases
in which it is determined that the payments frustrated a sharply
defined public policy expressed by a particular state.

Advice has been requested as to the deductibility, for Federal income
tax purposes, of so-called “payola” payments made to disc jockeys.
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“Payola,” as that term is commonly understood, may be defined as
the payment of money, or other valuable consideration, to disc jockeys
of musical programs on radio and television stations to induce, stim-
ulate or motivate the disc jockey to select, broadcast, “expose” and
promote phonograph records in which the payor has a financial
interest. In such transactions, there is an express or implied under-
standing that the disc jockey will conceal the receipt of the “payola”
payments from the public.

Section 162 of the Internal Revenue Code of 1954 provides, in part,
that there shall be allowed as a deduction all the ordinary and neces-
sary expenses paid or incurred during the taxable year in carrying on
any trade or business.

Where an expense qualifies as ordinary and necessary, deduction
will not be denied unless the payment of such expense frustrates
sharply defined national or state policy proscribing particular types
of conduct. See Thomas B. Lilly et uw v. Commissioner, 343 U.S. 90,
Ct.D. 1741, C.B, 19521, 16.

On December 6, 1959, the Federal Trade Commission announced by
news release that it had issued complaints against certain record
manufacturers and record distributors, charging that their “payola”
disbursements to disc jockeys deceived the public and restrained com-
petition and, therefore, were in violation of section 5 of the Federal
Trade Commission Act, 15 US.C. 45.

Subsequently, the Federal Communications Commission stated, in
its Public Notice 85460, dated March 16, 1960, 25 F.R. 2406, that the
purpose of section 317 of the Federal Communications Act, 47 U.S.C.
317, requiring announcement of sponsorship where consideration is
paid to a radio station for a broadcast, “was clearly to prevent decep-
tion on the part of the public growing out of concealment of the fact
that the broadcast of particular program material was induced by
consideration received by the licensee.” Public Law 86-752, Septem-
ber 13, 1960, amended section 317 of the Federal Communications
Act to provide for fines and imprisonment of the payor and recipient
violators pertaining to “payola.” 47 U.S.C. 508.

The Federal Trade Commission announcement of December 6, 1959,
was an expression of sharply defined Federal policy against “payola.”
Accordingly, it is held that “payola” payments made to dise jockeys
of radio or television musical programs on or after that date are not
deductible as ordinary and necessary trade or business expenses under
section 162 of the Code.

Since no sharply defined Federal policy against “payola” was ex-
pressed prior to December 6, 1959, a determination whether such pay-
ments made to disc jockeys before that date are deductible for Federal
income tax purposes will be made on the basis of the particular facts
and circumstances of each case. A deduction will not be allowed in
a case where “payola” payments made prior to December 6, 1959, are
found to have frustrated a sharply defined public policy proscribing
particular types of conduct expressed by a particular state. In addi-
tion, deduction of “payola” payments will be disallowed in all cases
where the taxpayer fails to furnish the Internal Revenue Service with
the names and addresses of the persons to whom the payments were
made. See Mimeograph 4151, C.B. XTII-1,47 (1934).
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Rev. Rul. 62-156

Expenditures made by a taxpayer engaged in a trade or business,
other than as an employee, for advertising designed to encourage the
public to register and vote in Federal, state and local elections and
to contribute to the campaign funds of the candidate or party of
their choice are deductible by the taxpayer under section 162(a) of
the Internal Revenue Code of 1954, provided such advertising was
intended to be, and was, in fact, politically impartial in character,
was reasonably related to future public patronage expected by the
taxpayer and, provided also, that such expenditures otherwise meet
the requirements of that section of the Code.

Amounts expended by such a taxpayer in sponsoring the politically
impartial presentation of a debate among the candidates for a par-
ticular political office are also deductible under section 162(a) of
the Code, provided, they are reasonably related to the taxpayer’s
expected future public patronage, and otherwise meet the require-
ments of that section of the Code.

‘Where such a taxpayer makes expenditures and incurs costs to
encourage its employees to register and vote in Federal, state and
local elections by granting them time off with pay for such purposes,
and to contribute to the campaign funds of the party or candidate
of their choice by maintaining a completely voluntary payroll deduc-
tion plan for those wishing to make such contributions, the costs
of handling these items are deductible by the taxpayer under sec-
tion 162 (a) of the Code, provided such encouragement of employee
political activity is politically impartial in character and such
expenditures are reasonably related to the maintenance or improve-
ment of employee morale and otherwise meet the requirements of
section 162(a) of the Code.

Advice has been requested whether expenses paid or incurred by
the taxpayer, in connection with Federal, state and local elections,
for the purposes of: (1) advertising designed to encourage the pub-
lic to register and vote and to contribute to the political party or
campaign fund of a candidate of their choice, (2) sponsoring a politi-
cal debate among candidates for a particular political office, (3)
granting employees time off with pay for registration and voting, and
(4) maintaining a payroll deduction plan for employees wishing to
make political contributions, are deductible under section 162(a) of
the Internal Revenue Code of 1954.

The taxpayer is engaged in a trade or business other than as an
employee. It manufactures products which are sold under its own
name.

During the taxable year, the taxpayer made several substantial
expenditures and incurred a number of costs, in connection with Fed-
eral, state and local elections. The extent to which, if at all, each
expenditure is deductible by the taxpayer under section 162(a) of
the Code is the question presented in the instant case. i

In support of a campaign to maximize the number of those voting
in Federal, state and local elections, the taxpayer purchased a full
page of advertising space in newspapers urging the public to register
and vote for the party or candidate of their choice. People were also
urged, wherever possible, to contribute money and work for what-
ever candidate, party, or cause they preferred. The advertisements
contained a statement that they were paid for in the interest of
encouraging all eligible persons to vote as a demonstration of good
eitizenship without regard to the specific political choices or prefer-
ences expressed at the polls. The advertisements designated the tax-
payer as their sponsor.
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The taxpayer mailed a similar message to each of its employees en-
couraging them to register and vote in the elections and to work for,
and contribute to, the candidate or party of their choice. As a means
of inducing empfoyees to vote, the taxpayer offered, and later gave,
each employee who wished to vote two hours time off, with pay, on
election day. It also instituted an entirely voluntary plan under
which employees could authorize the taxpayer to deduct political con-
tributions from their pay and forward them to whatever political
candidate, cause, or party the employee chose to designate. .

The taxpayer also sponsored the production and presentation of
a debate among the candidates for a particular political office. The
program was arranged in a manner intended to give each candidate an
equal opportunity to present himself and his views to the public and
the “ground rules” for the program were agreed upon in advance by
the candidates. At the beginning and end of the program it was
announced that the program was paid for by the taxpayer in the hope
that it would increase the interest and knowledge of the public regard-
ing the candidates and programs at issue in the elections. The tax-
payer expected that sponsorship of the debate would increase its
future public patronage by keeping its name before the public.

Section 162(a) of the Code provides, in part, that, in general, there
shall be allowed as a deduction all the ordinary and necessary ex-
penses paid or incurred during the taxable year in carrying on any
trade or business.

Section 1.162-15(c) (1) of the Income Tax Regulations promul-
gated under section 162 of the Code provides as follows:

Expenditures for lobbying purposes, for the promotion or defeat
of legislation, for politieal campaign purposes (including the support
of or opposition to any candidate for public office), or for carrying
on propaganda (including advertising) related to any of the fore-
going purposes are not deductible from gross income. For example,
the cost of advertising to promote or defeat legislation or to influence
the public with respect to the desirability or undesirability of pro-
posed legislation is not deductible as a business expense, even though
the legislation may directly affect the taxpayer’s business., On the
other hand, expenditures for institutional or “good will” advertising
which keeps the taxpayer’s name before the public are generally
deductible as ordinary and necessary business expenses provided
the expenditures are related to the patronage the taxpayer might
reasonably expect in the future. For example, a deduction will ordi-
narily be allowed for the cost of advertising which keeps the tax-
payer’s name before the public in connection with encouraging
contributions to such organizations as the Red Cross, the purchase
of United States Savings Bonds, or participation in similar causes.
In like fashion, expenditures for advertising which present views
on economic, financial, social, or other subjects of a general nature
but which do not involve any of the activities specified in the first
sentence of this subparagraph are deductible if they otherwise meet,
the requirements of the regulations under section 162.

. Whether the expenses paid or incurred by the taxpayer in connec-
tion with an election are deductible is a question of fact, the resolution
of which requires a consideration of all the facts and circumstances
surrounding each expenditure made or cost incurred.

The deductibility of the taxpayer’s expenditures for newspaper
advertising urging the public to participate in elections depends, in
large measure, upon whether such expenditures are in the nature of
good will advertising intended to keep the taxpayer’s name before the
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public in connection with an organization or cause similar to those
described in the regulations, or whether they are made for a purpose
for which deduction is prohibited by the regulations.

Amounts spent by a taxpayer for politieally impartial advertising

encouraging eligible persons in the community to register and vote
in elections are expended in the advancement of a cause similar to
encouraging the purchase of United States Savings Bonds, as de-
scribed in section 1.162-15(c) (1) of the regulations. IHowever, ex-
penditures for such activity will be deductible under section 162 of
the Code only insofar as they are politically impartial in nature and
are reasonably related to future public patronage expected by the tax-
payer. For example, if a message is directed to an audience the re-
sponse of which would reasonably be expected to redound to the ben-
efit of one political group or faction, such a message would not be
politically impartial and the expenses incurred with respect thereto
would constitute an expenditure for political campaign purposes,
which as provided in the above-quoted section of the regulations
would not be deductible from gross income.
_ Although expenses paid or incurred by a taxpayer in encouraging
1ts own employees, like the general public, to register and vote in elec-
tions, In granting them time off with pay to register and vote, and in
deducting and forwarding employee political contributions, may not
be directly connected with the anticipated future patronage of the
taxpayer by the public, it would not be unreasonable for the taxpayer
to expect that such expenditures would improve employee morale and
ultimately improve its business. It could also be reasonably antici-
pated that a reputation for encouraging employees to vote and other-
wise exercise their rights and duties as citizens would benefit its busi-
ness. In the absence of evidence that such expenditures were not
politically impartial, or were unreasonable in amount, such expenses
come within the meaning of the term “ordinary and necessary” as
used in section 162 of the gode.

Amounts expended by the taxpayer for the sponsorship of a debate
under the circumstances described above are similar to the taxpayer’s
expenditures for newspaper advertisements, in that, in each case, the
publicity expected by the taxpayer as sponsor of the debate, was rea-
sonably related to future public patronage expected by the taxpayer.

Although section 1.162-15(c) of the regulations eontemplates the
deduction of expenses paid or mcurred in connection with political
affairs, provided they manifest political impartiality, that is not
to say that total political balance must always be assured to
result from such expenditures. For example, all the available
evidence in the instant case indicates that the taxpayer’s intention
in sponsoring the debate was to present a forum in which each
candidate would appear and present his views. Genuine attempts
were made to present each of the candidates under circumstances as
nearly equal as possible, and each of the candidates agreed, in advance,
to the format of the program and to the rules for the conduct of the
debate. Whatever the outcome of the program from the standpoint
of a particular candidate, the results of the program are most reason-
ably attributable to the candidates themselves, and responsibility for
the result is not that of the taxpayer, which merely provided the arena
in which those results may have been achieved.
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Accordingly, it is held that expenses of the nature described above
incurred by the taxpayer to encourage the public and its own em-
ployees to register and vote in elections and to work for and contrib-
ute to the campaign funds of the candidate or party of their choice,
and for the sponsorship of a debate among the candidates for a par-
ticular political office, are deductible under section 162(a) of the Code
as ordinary and necessary expenses of doing business, provided such
encouragement and sponsorship were intended to be, and were, in
fact, politically impartial in character, and that such expenditures
were reasonably related to the taxpayer’s expected future public
patronage and otherwise satisfy the requirements of the Code.

Rev. Rul. 621751

Attorneys’ fees and related legal expenses paid or incurred in
unsuccessfully defending a prosecution for a criminal violation of
the Sherman Anti-Trust Act are not deductible under section 162
of the Internal Revenue Code of 1954.

G.C.M. 24377, C.B. 1944, 93, modified.

Reconsideration has been given to G.C.M. 24377, C.B. 1944, 93, re-
lating to the deductibility of legal expenses incurred in an unsue-
cessful defense of a suit brought for violation of the Sherman Anti-
Trust Act.

G.C.M. 24377 holds, inter alio, that legal expenses incurred by a
corporation in defense of a suit brought against it for violation of
the Sherman Anti-Trust Act, in which suit the corporation was found
guilty, are deductible as ordinary and necessary business expenses
to the extent that such expenses were incurred in its own behalf, The
holding of G.C.M. 24377 was based, in large measure, upon the deci-
sion of the Supreme Court of the United States in the case of Com-
missioner v. 8. B. Heininger, 320 U.S. 467 (1943), Ct. D. 1596, C.B.
1944, 484, and upon the decision of the Tax Court of the United States
in the case of Longhorn Portland Cement Co. v. Commissioner, 3
T.C. 310 (1944), acquiescence, in part only, C.B. 1944, 18, reversed
on another issue, 148 Fed. éQd) 276 (1945), Ct. D. 1665, C.B. 1946-1,
53, certiorari denied, 326 U.S. 728 (1945).

Section 162(a) of the Internal Revenue Code of 1954 provides, in
part, that, in general, there shall be allowed as a deduction all the
ordinary and necessary expenses paid or incurred during the taxable
year in carrying on any trade or business.

As a general rule, legal expenses incurred in the unsuccessful de-
fense of a criminal prosecution are not deductible for Federal income
tax purposes. See Burroughs Building Material Co.v. Commissioner,
18 B.T.A. 101 (1930), affirmed, 47 Fed. (2d) 178 (1931), Ct. D. 297,
C.B. X1, 397 (1931) ; 0. W. Thomas v. Commissioner, 16 T.C. 1417
(1951; ; and Thomas A. Joseph et uz v. Commissioner, 26 T.C. 562
(1956). G.C.M. 24377 represents a departure from that general rule.

In the Heininger decision, supra, the Supreme Court affirmed a
decision of the United States Circuit Court of Appeals for the Seventh
Circuit which held that lawyers’ fees and related legal expenses

1 Also released as Technical Information Release 400, dated October 1, 1962.
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Incurred by the taxpayer in contesting the issuance of a fraud order
by the Postmaster General were deductible as ordinary and necessary
business expenses, The taxpayer was in the business of making and
selling false teeth by mail.

After concluding that the taxpayer’s legal expenses were both
“ordinary and necessary,” as those words are used in the Code, the
Court stated that if the taxpayer was to be denied a deduction it must
be on the ground that the allowance of the deduction would frustrate
the sharply defined policies of the statutes authorizing the Postmaster
General to issue fraud orders. The Court determined that that would
not be the result of permitting the taxpayer the deduction. The Court
stated on pages 474 and 475 :
®# * % to allow the deduction of respondent’s litigation expenses would not
frustrate the policy of these statutes; and to deny the deduction would attach
a serious punitive consequence to the Postmaster General’s finding which Con-
gress has not expressly or impliedly indicated should result from such a finding.
We hold therefore that the Board of Tax Appeals was not required to regard
the administirative finding of guilt under 39 U.8.C. sections 259 and 732 as a
rigid criterion of the deduetibility of respondent’s litigation expenses.
[Emphasis added.]

In the Longhorn case, supra, the Tax Court considered the question
whether certain payments made in compromise of a suit brought by
the State of Texas against the taxpayers for alleged violations of its
anti-trust laws, and attorneys’ fees and related expenses paid in con-
nection therewith, were ordinary and necessary expenses paid in
carrying on the taxpayer’s business. It was held that both the com-
promise payments made by the taxpayer and his attorneys’ fees were
properly deductible. The Internal Revenue Service acquiesced on the
1ssue of the deductibility of the attorneys’ fees, but appealed on the
issue of the deduction of the compromise payments made in settle-
ment of the suit. On this issue the United States Circuit Court of
Appeals for the Fifth Circuit later reversed the Tax Court. See
Commissioner v. Longhorn Portland Cement Co., 148 Fed. (2d) 276
(1945),Ct. D. 1665, C.B. 1946-1, 53.

In both the Heininger and the Longhorn cases the taxpayers were
threatened with a severe if not complete diminishment of their busi-
nesses and neither case involved a taxpayer who has wnsuccessfully
defended a criménal prosecution. Although the taxpayer in the
Heininger case was unsuccessful, in the sense that the Postmaster Gen-
eral ultimately issued a fraud order which had the effect of drastically
restricting, if not destroying, the taxpayer’s mail order business, the
taxpayer was the subject of only an administrative finding of guilt.
In the Longhorn case the ultimate result of the State’s prosecution
was not an admission or proof of the taxpayer’s guilt, but a com-
promise settlement. In both cases the threat to the taxpayers’ business
was clearly apparent but no criminal action was involved. .

G.C.M. 24377 erroneously applied the rationale of the Heininger
and Longhorn decisions in allowing deduction of legal expenses in-
curred in the unsuccessful defense of a criminal prosecution. The
deduction for legal expenses incurred in the unsuccessful defense of
a criminal action brought under the Sherman Anti-Trust Act would
frustrate the sharply defined national policy as expressed in such Act.

674924°—63—5
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Accordingly, it is held that attorney’s fee and related legal ex-
penses incurred in an unsuccessful defense of a criminal action brought
for a violation of the Sherman Anti-Trust Act are not deductible as
ordinary and necessary expenses of doing business. )

G.CM. 24377, C.B. 1944, 98, is hereby modified to the extent in-
consistent with the foregoing.

(Also Sections 62, 161, 167; 1.62-1, Rev. Rul. 62-180
1.161-1, 1.167(a)-1.)
Guidelines for determining the amount of a deduction, for Federal
income tax purposes, to which an individual is entitled for expenses

attributable to the portion of his personal residence which he uses in
the performance of his duties as an employee.

The Internal Revenue Service has been requested to furnish guide-
lines for determining the amount of the deduction to which an indi-
vidual is entitled for the ordinary and necessary expenses attributable
to the portion of his personal residence which he uses in the perform-
ance of his duties as an employee.

Section 162 of the Internal Revenue Code of 1954 provides, in part,
for the deduction of all ordinary and necessary expenses paid or
incurred during the taxable year in carrying on a trade or business.
Section 163 of the Code provides for the deduction of interest paid
or accrued within the taxable year on indebtedness, and section 164
of the Code provides for the deduction of taxes paid or acerued within
the taxable year. Section 167 of the Code provides for the deduction
as depreciation of a reasonable allowance for exhaustion, wear and
tear of property used in a trade or business.

The performance of services as an employee constitutes the carrying
on of a trade or business. Therefore, the ordinary and necessary
business expenses of an employee in connection with his employment
are deductible.

However, in the case of an employee, other than an outside sales-
man, as defined in section 1.62-1(h) of the Income Tax Regulations,
section 62 of the Code limits the deductions allowable in computing
adjusted gross income to expenditures for travel, meals and lodging
while away from home in connection with the performance by him of
services as an employee, expenses under a reimbursement or other
expense allowance arrangement with his employer, and expenses of
transportation. Other business expenses of such an employee are
deductible only in computing taxable income as provided in section
161 of the Code. OQutside salesmen are permitted by section 62 of the
Code to deduct their allowable business expenses in computing
adjusted gross income.

An employee who, as a condition of his employment, is required to
provide his own space and facilities for performance of his duties
and regularly uses a portion of his personal residence for that purpose
may deduct a pro rata portion of the expenses of maintenance and
depreciation on his residence. However, the voluntary, occasional,
or incidental use by an employee of a part of his residence in connec-
tion with his employment does not entitle him to a business expense
deduction for any portion of the depreciation and expenses of main-
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taining his residence. See section 1.262-1(b) (8) of the regulations
and Example (6) below.

The burden of proof rests upon the taxpayer to establish (1) that,
as a condition of his employment, he is required to provide his own
space and facilities for performance of some of his duties, (2) that
he regularly uses a part of his personal residence for that purpose,
(3) the portion of his personal residence which is so used, (4) the
extent of such use, and (5) the pro rata portion of the deprecia-
tion and expenses for maintaining his residence which is properly
attributable to such use.

Records should be maintained by the taxpayer which will provide
the data necessary to properly compute the amount of the deduction
in accordance with the rules prescribed herein and as illustrated in
the examples below. See section 1.162-17(d) of the regulations re-
garding expenses for which an accounting to the employer is not
required. gancelled checks, receipts and other evidence of the ex-
penses paid should be retained and kept available to substantiate the
deductions claimed.

The deductible expenses of an employee, whose conditions of em-
ployment are such that he regularly uses a part of his residence in
the performance of his duties as an employee, include a pro rata portion
of such items as rent, light, taxes, and interest on a mortgage. No
portion of purely personal expenses attributable to family household
purposes are deductible.

The costs of repairs that do not benefit the portion of the residence
used for business purposes are not deduetible. Thus, the costs of
painting and repairs to rooms, other than the one used for business
purposes, are not deductible. IHowever, a pro rata portion of the cost
of painting the outside of the residence or repairing the roof, for
example, would be deductible. The costs of painting and repairs to
a room used exclusively for business purposes would be deductible

e

in full, and a pro rata portion would be deductible if a part of the -

room was used for business purposes. Ixpenditures for lawn care,
landscaping, etc., are not deductible.

The basis for computing the depreciation allowed or allowable on
that portion of a personal residence owned by the taxpayer and used
in his trade or business is, at the time of conversion to business use,
the lesser of the fair market value or the adjusted basis of the entire
residence (exclusive of the land). Seesection 1.167(f)-1 of the regula-
tions. The adjusted basis is the cost or other basis adjusted for losses,
such as casualty losses, and expenditures properly chargeable to capital
account, such as improvements or betterments. See section 1.1016-2
of the regulations. o

Generally, in computing the reasonable allowance for depreciation,
the applicable basis of the residence is reduced by its salvage value.
Salvage value is the estimated amount which would be realized at the
end of the useful life for business purposes on the assumption that
the entire residence is sold or disposed of at that time. Only that
part of the remainder which is attributable to the business portion,
divided by the number of years it is estimated that the employee will
be required to use a portion of his residence in his trade or business,
is allowable as a depreciation deduction for the periods such portion
is required to be so used. See section 1.167(a)-1 of the regulations.



§ 162.) b4

The portion of a personal residence which is used for business pur-
poses may be part of a room or one or more rooms. It may be used
exclusively for business purposes or it may be so used only part of the
time. In any event, for the expenses attributable to such an area to
be deductible, the use of a particular area must be regular and not
merely incidental or occasional. . o
~Yhere a portion of a residence is devoted to business purposes
on a regular basis, the portion of the depreciation and other costs In-
curred in maintaining the residence, which is properly attributable
to the space used in business, is a question of fact to be decided in
each case. However, in making an allocation of expenses, it would,
if the circumstances warrant, be proper to compare the number of
rooms or square feet of space devoted to a business purpose to the
total number of rooms or square feet in the residence and apply the
ratio thus arrived at to the total of each of the expenses properly
attributable to the use of part of the residence for business purposes.
Such methods of allocation are not the only methods which may be
made. Any other method which is reasonable under the circum-
stances will be acceptable.

Where a portion of the residence is regularly used for business
purposes only part of the time, a further allocation must be made on
the basis of the ratio of the time the area is actually used for business
purposes to the total time it is available for all uses. See IExample
(5) below.

The application of the foregoing principles is illustrated by the
examples below. In these examples taxes and interest on a mortgage
on the taxpayer’s residence have been included in the computations
only in the case of outside salesmen since they may deduct from gross
income, in computing adjusted gross income, expenses attributable
to the portion of their residence used for business purposes in con-
nection with their employment. Other employees, in the absence of a
reimbursement or other expense allowance arrangement, may deduct
such expenses only in computing taxable income, and only when they
do not use the standard deduction or optional tax table.

Ezample (1). A is employed as an outside salesman, as defined in
section 1.62-1(h) of the regulations, by a wholesale jewelry company.
As a condition of his employment, he is required by his employer to
write his orders, make reports, etc. The company does not provide
him with office space; therefore, 4 does this work at home. He owns
his residence, which has an area of 2,000 square feet, has furnished
one room (10 x 12 feet) as an office and uses it solely in connection with
his employment.

Since 4 is an outside salesman and the room he uses solely for
business purposes is 6 percent (120/2,000) of the area of his residence,
6 percent of the depreciation and expenses may be attributed to the
portion of A’s residence used for business purposes and is deductible
in computing his adjusted gross income.

A’s electric bill was $100 for the year. Of this amount $60 is attrib-
utable to lighting ; $40 is attributable to purely personal uses and isnot
deductible. A’s gas bill for the year was $310 of which $250 is attrib-
utable to heating his residence; $60 is attributable to purely personal
uses and is not deductible. During the year 4 painted the room used
for his office, the cost of which was $20.
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The computation of the allowable deduction is as follows:

Real estate taxes . — _ e $200. 00
Light __________ ________ 60. 00
Fire insurance on residence 18. 00
Heat . _________________________ 250. 060
Interest on mortgage___ 750. 00
Depreciation on house_ 450. 00

Total S $1, 728, 00
Amount attributable to business use: (6% of $1,728.00) . ________.__ $103. 68
Cost of painting room used as an office____________________ —— 20. 00

Total amount deduetible_ o e oo ______________ $123. 68

The balance of the real estate taxes, $188, and interest, $705, is
deductible from adjusted gross income in computing taxable income
if A does not use the standard deduction or optional tax table.

Ewample (2). B, a postal transportation clerk, is required by the
United States Post Office Department to maintain  distribution
schemes, schedules, and examination cards; handle official correspond-
ence; and prepare material for his mobile unit assignment outside
his scheduled tour of duty. He is also required to maintain corre-
spondence files, registry records, trip reports, pouch labels, forms for
supplies, etc. The Post Office Department does not provide space for
these purposes. B owns his home and has set aside an area of
60 square feet in one of the rooms which he uses solely for the storage
of materials and space for a desk at which he performs the clerical
duties required of him outside of his scheduled tour of duty.

Since the area used exclusively for business purposes is 60 square
feet and the total area of the residence is 1,500 square feet, 4 percent
(60/1,500) of the depreciation and expenses is attributable to business
use and is deductible.

B’s gas bill was $320 for the year of which $250 is attributable to
heating his residence; $70 is attributable to purely personal uses and
is not deductible. B’s electric bill for the year was $65 of which $50
is attributable to lighting; $15 is attributable to purely personal uses
and 1is not deductible.

The allowable deduction is computed as follows:

Heat oo __ - - S $250. 00
Light e 50, 00
Fire insurance on residence _________ - JE S, 15. 60
Depreciation on howse . __________________________________________ 300. 00

Total e $615. 00
Expenses attributable to business use: (4% of $615.00) __ oo ____ $24. 60

The amount of $24.60, plus the amounts of taxes and mortgage in-
terest on B’s residence, are deductible from adjusted gross income in
computing taxable income if B does not use the standard deduction or
optional tax table. . .

Exzample (3). C, who is a zone sales supervisor (not an outside
salesman) for corporation X, is not provided with office space by his
employer. One of his duties is the submission of detailed weekly re-
ports to the home office. ¢ is unable to work on the reports while
traveling, so he prepares them at home. For this purpose he parti-
tioned off 72 square feet in his residence as an office. This space 1s not
used for any other purpose. Ile owns his residence, which has an area
of 3,600 square feet.
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Two percent (72/3,600) of the depreciation and expenses would be
considered attributable to business use and would be deductible from
C’s adjusted gross income in arriving at his taxable income if he does
not use the standard deduction or the optional tax table.

(s gas bill for the year was $370 of which $300 is attributable to
heating his residence; $70 is attributable to purely personal uses and
is not deductible. (s electric bill for the year was $85 of which $70 is
attributable to lighting; $15 is attributable to purely personal uses
and is not deductible. During the year he paid $150 for repairs to the
roof of his home and his gas furnace.

(s allowable deduction is computed as follows:

Heat oo S S $300. 00
Light e 70. 00
Repairs to roof and gas furnace - 150. 00
Depreciation on house e 750, C0
Fire insurance on house ____ e 20. 00

Potal e $1, 29¢. 06
Amount attributable to business use: (2% of $1,290.00) _____________ $25. 80

The amount of $25.80, plus the amounts of taxes and mortgage in-
terest on (s residence, are deductible from adjusted gross income in
computing taxable income if @ does not, use the standard deduction or
optional tax table.

Although ¢ had his dining room painted at a cost of $75, none of
this amount is deductible, since the space (' used for business purposes
was not benefited by this expenditure,

Example (4). D, a corporation executive, can remain at or return
to the company’s offices when he finds it necessary to work after regu-
lar hours. As a matter of personal convenience, however, he takes
work to his residence and has furnished one room there as an office in
order to have a place where he can work undisturbed.

Since office space is available to him after hours at the company’s
offices, the expenses attributable to that part of his personal residence
which he maintains as an office are, therefore, not ordinary and neces-
sary business expenses and are not deductible.

Example (5). As a condition of his employment, Z, an cutside
salesman, is required to do his clerical work on his own time and
away from the company office. Ile does this work at his residence
which he rents. He must do this work on a regular basis in order
to keep his orders current. He uses the den as an office. The den
is also available for family use. He uses the den for business pur-
poses an average of two hours per day. Therefore, two twenty-
fourths of the expense allocable to the den is deductible as business
expenses. The den is 10 x 15 feet and the total area of the house is
2,000 square feet. Therefore, 7.5 percent (150/2,000) of the expenses
is allocable to the den.

E’s electric bill for the year was $100 of which $60 is attributable
to lighting; $40 is attributable to purely personal uses and is not
deductible. Z spent $285 for oil. Of this amount $250 is attributable
to heating his residence; $35 is attributable to purely personal uses
and is not deductible.

The allowable deduction from gross income in computing adjusted
gross income, for the portion of the expenses attributable to the busi-
ness use of the den, is computed as follows:
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Light —— 60. 0
Heat = - I 350'. 08
Rent o - 2, 400. 00
Total . -_$2,710. 00
Expenses attributable to the den (7.5% of $2,710.00) - o _ e ____ $203. 25
Expenses attributable to business use of den (241 of $203.25) _oceer o $16, 94

Example (6). During the course of business each day, 7, the
manager of the sales audit branch of a corporation, is required to
submit a daily sales report for the preceding day. Under ordinary
circumstances, he has time to finish his report during regular office
hours. Occasionally, he is unable to complete the report by the close
of business and finds it necessary to work on it after hours. Since
the corporation’s offices are closed to employees after six o’clock, he
%@keg the report home on these occasions and works on it at a desk in

is den.

Since the business use of the den is incidental and occasional rather
than regular, the expenses of maintaining his residence which are
allocable to the occasional use of the den for business purposes are,

therefore, not ordinary and necessary business expenses and are not
deductible.

Rev. Rul. 62-194*

So-called “kickback” payments are not deductible by the payer if
they are made in violation of a Federal or state law or regulation,
or are not otherwise ordinary and necessary business expenses
within the meaning of section 162(a) of the Internal Revenue
Code of 1954.

The Internal Revenue Service will not follow the decision in the
case of Marlen B. Pew, Jr., et ux. v. Commissioner, T.C. Memoran-
dum Opinion 1961-264, September 20, 1961.

The common kickback situation is where money or property is given
to an individual as payment for causing his employer, client, patient,
customer, or principal to purchase from, utilize the services of, or
otherwise deal with the payer of the kickback. In most cases, the per-
son whose business is being sought or enjoyed by the payer of the kick-
back is unaware of the payment.

Section 162(a) of the Internal Revenue Code of 1954 provides, in
part, “There shall be allowed as a deduction all the ordinary and
necessary expenses paid or incurred during the taxable year in carry-
ing on any trade or business.”

In the case of Deputy, et al. v. du Pont, 308 U.S. 488 (1940), Ct. D.
1435, C.B. 1940-1, 118, the Supreme Court of the United States held
that in order for a business expense to be deductible, for Federal in-
come tax purposes, the expense must be both ordinary and necessary.
And in the case of Zank Truck Rentals, Inc. v. Commissioner, 356
U.S. 30 (1958), Ct. D. 1819, C.B. 1958-1, 502, the Supreme Court stated
that a finding of “necessity” cannot be made if allowance of the de-
duction would frustrate sharply defined National or state policies
proscribing particular types of conduct, evidenced by some govern-
mental declaration of them. See, also, Zhomas B. Lilly, et al. v. Com-
missioner, 343 U.S. 90 (1952), Ct. D. 1741, C.B, 19521, 16, and Boyle,
Flagg & Seaman, Inc. v. Commissioner, 25 T.C. 43 (1955). Both of
these cases were cited by the Supreme Court in the Tank Truck

—_
1 Based on Technical Information Release 397, dated September 20, 1962,
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Rentals case. The Boyle, Flagg & Seaman case held that kickbacks by
an insurance broker of a portion of his insurance commissions to
automobile dealers not licensed to sell insurance, for referral of cus-
tomers, were not deductible because they were paid in violation of
the insurance laws of the State of Illinois.

The case of Dizie Machine Welding & Metal Works, Inc. v. United
States, decided by the United States District Court for the Eastern
District of Louisiana on June 18, 1962, is an example of a recent appli-
cation of this principle. ) o .

In that case the taxpayer, engaged in the business of repairing ships
in the State of Louisiana, paid kickbacks approximating 10 percent
of the repair bills to the captains or chief officers of foreign vessels
which the taxpayer repaired. The taxpayer contended that such kick-
backs were an established and universal practice in the trade, were
required to obtain business, and, therefore, constituted ordinary and
réecessary business expenses, deductible under section 162(a) of the

ode.

Under the Commercial Bribery Statute of Louisiana, it is unlawful

to give or offer to give anything of value to any private agent, em-
ployee, or fiduciary without the knowledge and consent of his princi-
pal or employer, with intent to influence the agent’s, employee’s or
fiduciary’s action in relation to his principal’s or employer’s affairs.
The court found that the owners of ships repaired by the taxpayer
were unaware of the kickbacks and, therefore, the Commercial Bribery
Statute of the State had been violated. In holding for the Govern-
ment and denying the taxpayer a deduction for the kickback, the
court said:
* * % Put taxpayer is not entitled as a matter of right to a deduction for
business expenses and where payments such as these sharply contravene state
law by being in specific violation of prohibitory statutes and are also contrary to
state policy as defined by the decisions of its highest courts, they cannot be per-
mitted as ordinary and necessary business expenses under provisions of the
Internal Revenue Code.

Revenue Ruling 58-479, C.B. 1958-2, 60, holds that, under the cir-
cumstances therein, payments by a ship chandler to masters or other
personnel of foreign vessels were deductible; however, such payments
were made with the knowledge and consent of the shipowners, where-
as in the Divie Machine Welding & Metal Works, Inc., case the pay-
ments by the taxpayer were made without the knowledge and consent
of the shipowners.

Many Federal laws and regulations make kickbacks illegal under
certain circumstances and, therefore, they are not deductible where
such statutes or regulations are applicable. For example, taxpayers
subject to the Federal Trade Commission Act or the Packers and
Stockyards Act may not deduct kickbacks paid unless such payments
are normal, usual, and customary in the industry and in the commu-
nity, are appropriate and helpful in obtaining business, and are made
with the knowledge and consent of the customer or prospective
customer.

In the case of taxpayers subject to the Packers and Stockyards Act,
such payments must also be made without unjust discrimination be-
tween the taxpayer’s customers. See Revenue Ruling 5427, C.B.
1954-1, 44,



59 [§ 162.

Kickbacks may not be deductible even though there is no Federal
or state law or regulation prohibiting their payment. For example,
in Revenue Ruling 58-525, C.B. 19582, 63, a kickback was paid to an
officer of a savings and loan association for his influence in granting
a loan to the taxpayer. The payment was made in a secret manner and
the officer was not authorized by the savings and loan association to
receive such a payment.

It was held that the payment was not deductible because it was not

“ordinary” within the meaning of section 162(a) of the Code. The
word “ordinary” has consistently been given the connotation of nor-
mal, usual, or customary. The transaction which gives rise to the
expense must be of common or frequent occurrence in the type of
business involved.
_ Since the payment was made secretly and its receipt was unauthor-
ized, the Service ruled that it was not normal, usual, and customary
in the payer’s business and, therefore, was not deductible, for Federal
Income tax purposes.

In the case of Marlen E. Pew, Jr., et wx. v. Commissioner, T.C.
Memorandum Opinion 1961-264, September 20, 1961, the taxpayer in
order to retain one of his clients, padded his bills to the client and
kicked back the excess to the client’s employee manager. In lieu of
claiming a deduction for the kickbacks, the taxpayer omitted them
from his gross income. The Tax Court of the United States held that
the kickbacks were not properly includible in the gross income of
the payer-taxpayer even though they passed through his hands.

Although the Government did not carry through its appeal from
the decision of the Tax Court in the Pew case, the Service will not
follow that decision,

26 CFR 1.162-5: Expenses for education.

Cost of textbooks and supplies of a cadet at the United States
Coast Guard Academy. See Rev. Rul. 62-122, page 12.

Rev. Rul. 62-213

Benefit payments under any law administered by the Veterans’ Ad-
ministration shall be exempt from taxation. See 38 U.S.C. 3101 (1958
Edition). Section 1.162-5 of the Income Tax Regulations provides, in
part, that expenditures made by a taxpayer for his education are de-
ductible under certain conditions.

Held, expenses for education, paid or incurred by veterans, which
are properly deductible for Federal income tax purposes, are not re-
quired to be reduced by the nontaxable payments received during the
taxable year from the Veterans’ Administration.

26 CFR 1.162-7: Compensation for personal Rev. Rul. 62-217

services.
(Also Section 1032; 1.1032-1.)

A corporation distributed shares of its treasury stock to its employees
as compensation for services rendered. The cost basis of the treasury
stock to the corporation was less than its fair market value on the date
of the distribution to the employees. In filing its Federal income tax
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return for the taxable year, the corporation deducted the fair market
value of the stock on the date of the distribution as a business expense.

In accordance with the nonrecognition of gain or loss provisions of
section 1082(a) of the Internal Revenue Code of 1954 and section
1.1032-1(a) of the Income Tax Regulations, relating to the receipt by
a corporation of money or other property in exchange for its own
stock (including a transfer of shares as compensation for services),
the corporation did not report gain upon the distribution of treasury
stock.

Held, the fair market value of the treasury stock on the date of the
distribution is deductible as a business expense in accordance with
the provisions of section 162(a) of the Code. The nonrecognition of
gain or loss provisions of section 1032(a) of the Code have no effect
upon a business expense deduction that is otherwise allowable under
section 162(a) of the Code.

26 CFR 1.162-17: Reporting and substan- Rev. Rul. 58453
tiation of traveling and other business Supplement X1V
expenses of employees.

Revenue Ruling 58-453, C.B. 1958-2, 67, outlines conditions under
which fixed mileage or per diem allowances, paid by an employer
to his employees while in travel status, will be regarded as being
equivalent to an accounting under section 1.162-17(b) of the Income
Tax Regulations. Official Government rates for such travel in
certain areas outside the United States have been revised.

Revenue Ruling 58-453, supplemented.

STANDARDIZED REGULATIONSA I({%(X‘S’;EFNMENT CIVILIANS, FOREIGN

Maximum Per Diem rates in Lieu of Subsistence for Travelers in Foreign Areas

(The asterisks indicate changes in rates effective as of the date
shown at the bottom of the page.)

Mazximum Mazimum
. Der diem per diem
Locality rates Locality rates
Aden . ________________________._ $16 | Bahrein Island__________________ $14
Afghanistan: elgium.________ . ______________ 16
Kabul . _______ . _________. 16| Bermuda_______________________ 20
Other . ____ ________ . _____ 9{Bolivia___._____________________ 13
Albania________________________ 10 | Brazil
Algeria_________________________ 15 Belem______________________. 18
Angola_________________________ 13 Brasilia______________________ 18
Argentlpa ______________________ 19 Rio de Janeiro_ .. _____________ 18
Australia: Sao Paulo____________________ 18
Melbourne_ . _________________ 17 Other___ . ___________________. 13
Sydney_. . ___________________ 17 | British Guiana__________________ 16
Other._________._____________ 13 | British Honduras________________ 16
Austria: Brunei . _______________________ 13
Vienna_______________________ 16| Bulgaria_ .. ___________________ 14
Other________________________ 13| Burma:
*Bahamas: Mandalay 11
Andros Island: Rangoon 19
(May 1-Nov. 30, inel.)______ 25(  Other 6
(Dee. 1-Apr. 30 inel.) ________ 40 | Burundi 9
Other: Cambodia 16
(Apr. 15-Dec. 14, incl.)______ 17| Cameroon.____ 20
(Dec. 15-Apr. 14, incl.) . _____ 24| Canada 17

*Bffective Sept. 1, 1962

1 Formerly issued as Standardized Government Travel Regunlations, Appendix I.
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Mazimum
. per diem
Locality rates
Canary Islands_.___________..____ $10
Central African Republic_____..__ 26
Ceylon:
Colombo_ . _______________ 20
Other_.____.____________._____. 9
Chad, Republic of .. . ___._________ 28
*Chile. - ..o oo ... 16
China:
Taipei. - oL 16
Other.__ . ____________________ 11
Colombia...____________________ 16
Congo, Republicof . _____________ 23

(formerly a part of French Equa-
torial Africa)

Congo, Republic of the__.________
(formerly listed under Belgian
Congo).

Katanga Provinee_ ____________ 20
Other__ ___ . _________________. 16

Costa Riea_ _ . ___ . __________.____ 15

Cuba:

Havana___________._________. 17
Other____ ... 14

Cyprus__ . ___ 12

Czechoslovakia__________________ 12

**Dahomey, Republie of . ________ 25

Denmark____ . ____ 14

Dominiean Republie:

Santo Domingo:
(Apr. 16-Dec. 15 inecl.) .. __. 22
(Dee. 16—Apr. 15 inel.)_______ 25
Other___ . __ 11

**Heuador. oo ... 14

El Salvador_ oo ___ 20

Eritrea__ . ____ 13

Estonia_ . ___ 16

Ethiopia_ - - ___._____ 13

Fiji Islands_ - ____________ 16

Finland . - _______________ 20

France:

Alpes Maritimes Department (in-
eluding Nice) - ... __._.__ 15
Fontainebleau____ . ___________ 15
Marseilles. - _____._________ 15
Seine  Department (including
Paris) oo . 17
Seine et Cise Department______ 17
Other_ .. _________ 13

French Guiana_____________._.___ 13

French Somaliland . - _____._______ 24

Freneh West Indies. . .o _______ 18

Gabon, Republic of .. _________ 21

Gambia_ .. 17

Germany _ v c e 13

Ghana:

Acera . ceee e 24
Other. .. 15

Gibraltar- - _______ 7

Great Britain and North Ireland_._ 15

Greeee . — - - —c--m e e 14

sxPfective Aug. 1, 1962,
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Mazimum
per diem
Locality Tates
Guatemala_ _ _ . el $16
Guinea__ . .. 23
Haiti:
Cap Haitien. ... __._._._. 11
Port-au-Prince__ . _______._____ 16
Other________________________ 8
Honduras_ - . _________________ 15
Hong Kong_ . ___.__ 16
Hungary_ . 7
Teeland. . _________ 13
India:
Bombay . ____ 13
Caleutta_ _ . ____ 15
New Delhi_ . .. ______ . ________ 13
Other.___ ____________________ 9
**Indonesia_ _ . .- 6
Djkarta___ . ____ 22
Other. . ____ . 6
Iran:
Abadan. _____________________ 20
Khorramshahr. _______________ 20
Khuzistan Province.___________ 15
Tehran__ . _____ 20
Other______________________ 11
Iraq:
Baghdad . . ______________ 18
Other_ . 15
Ireland:
Dublin. .o oo 15
Other_. o e 12
Tsrael . oo 16
Ttaly:
Florence. c e oo __ 15
Genog_ - oo 15
Milan (including Vergiate and
Gallarate) . oo . 18
Naples o oo __ 15
Palermo. o ____ 15
Rome____ . __._ 18
Trieste o ___ 15
Tuarin. oo __ 18
Venice_ . ___________ 15
Other_ . ____ 12
Ivory Coast:
Abidjan.__ o o __.__ 23
Other. e 18
Japan __ oo 14
Jerusalem_ ____ . _____________ 16
Jordan ..o ooo .l 10
Kenya - cooo . 12
Korea:
Seoul . _ o ___ 16
Other_ . ____ 9
Kuwait. . o _____. 14
1808 . 15
Latvia. - oo .__ 16
Lebanon_ _ . ______ L. __ 16
Liberia:
Monrovia_ _ oo ____.. 29
Roberts Field_____________.____ 18
Other. o coae ool 8
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Mazimum
per diem
Locality Tates
Libya:
Benghazi______ ..o ___ $16
Tripoli____ o 16
Wheelus Field. . _.____________ 9
Other__ _ . e 12
Liechtenstein. - .. _oo-___ 12
Lithuania_ ____ _ ______________ 16
Luxembourg__ . __ . ______________ 14
Malagasy Republie_ ______ . .____. 18
(formerly Madagascar)
Malaya_ - oo 14
Mali, Republie of . . _ ____________ 28
Malta . e 12
Mauritania______ _______________ 20
Mexico:
Acapuleo___ . __________.__ 15
Mexico, D.F_____________.___ 15
Other_ ______ . 12
Monaco__ - _ e 15
Moroeeo . - - oo 12
Mozambique_________ . ______.____ 10
Nepal ____ .. 11
Netherlands:
The Hague. __.____ . __________ 16
Other _______________________ 14
Netherlands Antilles____.____.____ 24
New Caledonia_._________._______ 14
New Zealand:
Avekland_____________________ 14
Wellington_ _ __________._______ 14
Other_ . __ __ .- 12
Nicaragua___________ . ______ 18
Niger, Republicof_________.____._ 24
Nigeria:
Lagos_ oo _ 21
Other._______________________ 16
North Borneo._________.._._..___ 13
Norway___ o _..__ 15
Pakistan_ __________________.____ 16
Panama:
Panama City_________________ 17
Other_._____ . _______ . __ 13
Paraguay_______ . ______ 12
Peru:
Lima_ _ _ ____ ________________ 15
Other__ .. ________ . ______ 10
Philippines:
Manila___ . _ 13
Other____ ____________________ 9
Poland_________________________ 16
Portugal:
Azores. - .. ____._______ 7
Lisbon____________ . ______ 16
Madeira Islands_______________ 7
Other.___________________ 12
Portuguese Guinea. . ___ . _._____ 10
Qatar._________________________ 25
Rhodesis and Nyasaland, Federa-
tionof ________ . ___________ 14
Rumania_ ... ________________ 14
Rwanda________________________ 9
Sarawak _ _ _ _________________.___ 16

*Effective Sept. 1, 1962
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Mazimum
per diem
Locality rates
Saudi Arabia:
Dhahran_ . ..o §16
Jidda_ .. _____ 18
Riyadh. _ . 25
Other._ . ____________________ 10
Senegal, Republicof .___.________ 19
Sierra Leone_____ __ . _______ 23
Singapore_ ___ ... ____________ 18
Society Islands:
Tahiti_ . 18
Other. e 9
Somali Republie__.______________ 11
South Afriea, Republic of: )
Cape Town___________________ 12
Johannesburg_________________ 14
ther o _______ 10
Southwest Africa________________ 8
Spain (See also Canary Islands):
Madrid_ - . ______ 13
Other__ .. 10
Sudan__ __ . ____ 15
Surinam._ ..o ____ 18
Sweden_ - el 16
Switzerland____ . ___________._.___ 15
Syrian Arab Republie_____.._____ 11
Tanganyika_ _ __ .. _._ . ________ 13
Thailand:
Bangkok._ . ____ . _____________ 19
Other__. .. .. 9
Togo:
Lome_ . _______________ 20
Other—.. . ... 9
Trust Territories Pacific Islands._. 11
Tunisia._ ... ____________________ 16
Turkey:
Ankara_ _.___________________ 13
Istanbul..___ . _______ 15
Other___ . ___ ... 9
Uganda__ ... _____________ 10
Union of Soviet Socialist Republies. 18
United Arab Republic:
AIr0 . o eicaaa 14
Other._ _ . _ oL 10
*Upper Volta, Republic of _____._._ 20
Uruguay .- ___ 15
Venezuela:
Caracas. - - - e 23
Maracaibo____ . e 23
Other_ ... e 18
Viet-Nam
Saigon-Cholon Area_______..___ 16
Other_ .. . 9
West Indies:
Jamaica:
(Apr. 16~Dec. 14 incl.)._._.._ 14
(Dec. 15-Apr. 15inel.).._____ 18
Trinidad _ - ... 17
Other:
(Apr. 16-Dece. 14 inel.)____.. 13
(Dec. 15~Apr. 15 inel.)___.__. 18
Yugoslavia_ _ . . ... 11
Other Foreign Localities____-- .- 9
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SECTION 163.—INTEREST
26 CFR 1.163-1: Interest deduction in general.

Deduction by tenant-stockholders of interest paid by a housing
cooperative. See Rev. Rul. 62-178, page 91.

Interest paid by a minister who receives a rental allowance and is
buying a home. See Rev. Rul. 62-212, page 41.

SECTION 164—TAXES

26 CFR 1.164-1: Deduction for taxes. Rev. Rul. 62-107
(Also Section 461; 1.461-1.)

Ad valorem taxes imposed by the State of Oklahoma on real
estafe and personal property accrue, for Federal income tax pur-
poses, as of January 1, except that taxes on unmanufactured farm
products accrue as of May 31.

Revenue Ruling 54-564, C.B. 1954-2, 87, is revoked, and G.C.M.
18828, C.B. 1937-2, 87, reinstated.

In view of the decision of the United States Court of Appeals for
the Tenth Circuit in United States v. Oklohoma Natural Gas Com-
pany, 285 Fed. (2d) 333 (1960), reconsideration has been given to
Revenue Ruling 54-564, C.B. 19542, 87, which modified G.C.M. 18828,
C.B. 1987-2, 87, relating to the date on which ad valorem taxes im-
posed by the State of Oklahoma on real estate and personal property
accruse for Federal income tax purposes.

G.C.M. 18828 held, in part, that Oklahoma real and personal prop-
erty taxes accrue, for Federal income tax purposes, as of January 1,
except that taxes on unmanufactured farm products accrue as of
May 31. G.C.M. 18828 was modified by Revenue Ruling 54-564 to
conform to the decisions in Noble v. Jones, 45 Fed. Supp. 504 (1942),
and 7. A. Gillespie Trust v. Commissioner, 21 T.C. 739 (1954), acqui-
escence, C.B. 1954-2, 4,

In the Noble case, where a taxpayer employing the cash receipts
and disbursements method of accounting had acquired Oklahoma real
property during the calendar taxable year in issue, the United States
District Court for the Western District of Oklahoma held that
liability for Oklahoma ad valorem taxes on the real estate arose, under
an Oklahoma grantor-grantee statute which applied in the absence
of a specific agreement between the parties, on October 15, the date
the taxes became due and a lien on the property. Since the taxpayer
had acquired the property before that date and since he had paid the
taxes in the taxable year in issue, they were deductible by him as taxes

ald.

In the Gillespie Trust case, where a taxpayer employing the cash
receipts and disbursements method of accounting had acquired both
real and personal property in Oklahoma during the calendar taxable
year in issue, the Tax Court of the United States applied the rule of
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the Noble case to the real and personal property taxes paid thereon
by the taxpayer in the taxable year, notwithstanding the fact that
the Oklahoma grantor-grantee statute relates solely to real estate
taxes. Under a 1941 revision in the grantor-grantee statute, the lien
date had become October 1. In both cases, the fact that a lien at-
tached to the property on a certain date determined whether the re-
spective grantors or grantees were liable for the ad valorem property
taxes as such and, therefore, were entitled to deductions for “taxes
paid” for Federal income tax purposes.

In the Oklahoma Natural Gas Company case, the court held that
the proper date of accrual, for Federal income tax purposes, of Okla-
homa ad valorem taxes on personal property is the date the owner
of such property becomes personally liable for the payment of taxes
thereon. Similarly, the court held that the proper date of accrual of
Oklahoma ad valorem taxes on real property is the date a charge
upon the property in the nature of an in rem liability arises. In
both instances, the proper date of accrual coincides with the date of
assessment, which is January 1 of each year. The personal liability
arising on January 1 for the personal property taxes is extinguishable
only by payment. The charge upon the real property arising on
January 1 continues until the taxes are paid. Although the exact
amount of neither the personal property taxes nor the real property
taxes is known on January 1, it was held that both are determinable
with reasonable accuracy as of that date.

It has been concluded that the Oklahoma Natural Gas Company
decision will be followed and that the decisions in Noble and Gillespic
T'rust will no longer be followed. Accordingly, the prior acquiescence
in the latter deciston is withdrawn and nonacquiescence is substituted
therefor. See page 6, this Bulletin.

In view of the decision in the Oklahoma Natural Gas Company
case, it is held that the ad valorem taxes imposed by Oklahoma on real
estate and personal property accrue, for Federal income tax purposes,
as of January 1 of each year, the assessment date of such property
provided by section 15.6 of Title 68, Oklahoma Statutes, except that
taxes on unmanufactured farm products accrue as of May 31, the
assessment date provided for such products by section 15.8 of Title 68.

It should be noted, however, that under section 461(c) of the In-
ternal Revenue Code of 1954, a taxpayer who computes taxable income
under an accrual method of accounting may, under prescribed ecir-
cumstances, elect to accrue real property taxes ratably over the period
of time to which such taxes relate. See section 1.46i-1 (¢) of the In-
come Tax Regulations. Also, under section 164(d) of the Code, ap-
plicable to taxable years beginning after December 31, 1953, generally,
1f real property is sold during any real property tax year, the real
property tax shall be treated, for Federal income tax purposes, as
tax imposed on the seller and purchaser, respectively, in proportion
to the part of such year during which each of them owned the
property. See section 1.164-6 of the regulations.

Revenue Ruling 54-564, C.B. 1954-2, 87, is revoked. G.C.M. 18828,
C.B. 1937-2, 87, is reinstated with respect to the accrual date of
Oklahoma real estate and personal property taxes.
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(Also Section 62;1.62-1.) Rev. Rul. 62-123

The selective retail sales tax imposed by the State of Wisconsin pur-
suant to section 77.52 of Chapter 77 of the Wisconsin Statutes, effec-
tive February 1, 1962, on the privilege of selling, leasing or renting
certain tangible personal property at retail in the State on or after
February 1, 1962, and on the privilege of selling, performing or fur-
nishing certain services at retail in the State on or after February 1,
1962, is deductible by the vendor of the tangible personal property
or services under section 164(a) of the Internal Revenue Code of
1954. 1If the vendor is an individual, the deduction must be taken
in arriving at adjusted gross income. See section 62(1) of the Code.
In the case of other vendors, the deduction is allowable in computing
taxable income. The selective retail sales tax collected by a vendor
from a purchaser must be included in the vendor’s gross income for
Federal income tax purposes.

Where the selective retail sales tax is paid by the purchaser, other-
wise than in connection with his trade or business, it is deductible by
the purchaser under section 164(c) of the Code, except in the case
of an individual who elects to use the standard deduction or the op-
tional tax table.

Where the selective retail sales tax is paid by a purchaser with
respect to property purchased for use in his trade or business, it is
deductible by him as a business expense if the cost of the property
acquired is properly chargeable to expense. If the purchase is of a
capital item used in the trade or business, the tax must be capitalized.
Where the purchaser is an individual and the sales tax is deductible
as a business expense, the deduction must be taken in arriving at
adjusted gross income. See section 62(1) of the Code. In the case of
purchasers, other than individunals, engaged in a trade or business,
the deduction is allowable as a business expense in computing taxable
income, unless the amount thereof is properly chargeable to capital
account.

The excise tax imposed by the State of Wisconsin pursuant to
section 77.53 of Chapter 77 of the Wisconsin Statutes on the storage,
use or other consumption in the State of the tangible personal property
and services, described in section 77.52 of the Wisconsin IS)>ta’t11tes,
purchased from any retailer on or after February 1, 1962, is deductible
by the purchaser of the personal property and services under section
164 (a) of the Code, except that in the case of an individual who elects
to use the standard deduction or the optional tax table, no deduction
is allowable under section 164 (a) of the Code unless the tax is attrib-
utable to a trade or business carried on by him. Where the use tax
is attributable to a trade or business carried on by an individual, the
amount of such tax is deductible as a tax in computing adjusted gross
income. In the case of taxpayers other than individuals engaged in
trade or business, the use tax 1s deductible as a tax in computing tax-
able income. The amount of use tax collected by a vendor from a
purchaser should not be included in the vendor’s gross incore, and no
deduction is allowable to the vendor with respect to the amount of such
tax remitted by him to the State of Wisconsin.
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Rev. Rul. 62-149

A one percent special tax is imposed by Baltimore County, Mary-
land, on the transfer “* * * of any estate of inheritance or freehold,
or any declaration or limitation of use, or any estate above seven
years, in Baltimore County. * * *” This tax is imposed pursuant to
the power contained in section 11-51 of the Baltimore County Code
1958. However, the law under which the tax is imposed and the regu-
lations thereunder do not state whether the tax is imposed upon the
buyer or upon the seller or upon the landlord or the tenant.

Held, the one percent special tax levied and imposed by Baltimore
County by Tax Resolution No, 18 (1960) is a tax within the meaning-
of section 164 (a) of the Internal Revenue Code of 1954 and is deduct-
ible by the party to the transaction who pays such tax. Iowever, in
the case of an individual who elects to use the standard deduction
under section 144 of the Code or the optional tax table under section
3 of the Code, no deduction is allowable unless the tax is attributable
to a trade or business carried on by him. Where the tax is so attrib-
utable, it is deductible from gross income in computing adjusted gross
ncome. See section 62 (1) of the Code.

Deduction of real estate taxes on improvements leased by a coopera-
tive housing corporation. See Rev. Rul. 62-177, page 89.

——

Deduction of taxes paid by a cooperating housing corporation.
See Rev. Rul. 62-178, page 91.

Taxes paid by a minister who receives a rental allowance and who
owns or is buying a home. See Rev. Rul. 62-212, page 41.

SECTION 165.—LOSSES

26 CFR 1.165-1: Losses. Rev. Rul. 62-1971
(Also Section 166; 1.166-1.)

Deductibility of losses sustained by reason of the confiscation by
tpg Cuban Government of property in Cuba owned by United States
citizens or domestic corporations.

Advice has been requested concerning the position of the Internal
Revenue Service regarding the income tax treatment under the In-
ternal Revenue Code of 1954 of confiscation by the Cuban Government
of properties in Cuba owned by United States citizens or domestic
corporations. The following situations illustrate some of the prob-
lems encountered :

(1) Taxpayer, a United States citizen, owned a home located in
Cuba which was used solely as his personal résidence. The home
was furnished and contained personal items such as furniture,

1 Also released as Technical Information Release 408, dated November 7, 1962.
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Jewelry, and clothing. Taxpayer also owned and kept in Cuba
an automobile used solely for personal purposes and had sub-
stantial amounts of money and numerous items of jewelry in a
safe deposit box in a bank in Cuba. Taxpayer learned that the
home and its contents, the automobile, and the contents of the safe
deposit box had been seized by the Cuban Government.

(2) Taxpayer, a United States citizen, owned as capital assets
securitles 1 a corporation operating exclusively in Cuba and
whose corporate assets (all of which are in Cuba) were seized by
the Cuban Government.

(8) Taxpayer, a United States citizen, owned two farms in
Cuba both held by him for more than six months and operated
solely for profit. One was operated for him by a resident man-
ager, the other being rented on a yearly basis. Both properties
were intervened in by Cuban officials, resulting in the eviction
of his resident manager and the cessation of all payments to him
of rents and profits.

(4) Taxpayer, a United States citizen, was the owner of a
retail store in Cuba at the time the present government came into
power. The business was intervened in during 1959 by officials of
the Cuban Government who took over the management of the
store, and the taxpayer has since that time received no return-. /
from his investment therein. The assets of the business were
expropriated by decree in 1960. The property taken included
inventory and accounts receivable, both previously reflected in
gross income, as well as other property such as real estate, furni-
ture and fixtures, and vehicles. The taxpayer had no other gains
or losses arising from sales or other dispositions of property in
1959 or 1960. The taxpayer employed the specific charge-off
method with respect to bad debts.

(8) X, a domestic corporation, owned a sugar plantation with
a mill, storage buildings and dwellings for the managers and
some of the workers. The Cuban Government seized such
properties, including harvested crops (previously reported as in-
ventory) and bank accounts, promising payment to the owner in
bonds payable out of a fund related to future purchases of sugar
by the United States. During the year of seizure, the corporation
had sold at a profit a tract of land used in its trade or business
and had no other gains or losses arising from sales or other dis-
positions of property used in its trade or business.

(6) 7 corporation is a domestic corporation which owns 90
percent of the stock of its subsidiary operating in Cuba. All of ~
the assets of the subsidiary are in Cuba and all have been seized
by intervention by the Cuban Government.

(7) M, a domestic corporation, has been filing, for a number
of years, consolidated returns with its 100-percent-owned domestic
subsidiary, N corporation, which had 85 percent of its assets in
Cuba until the expropriation of such assets by the Cuban Gov-
ernment in 1960. For 1960, N corporation had a net operating
loss of $8 million and M corporation had a $3 million profit.

674924°—63——6
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(8) R, a domestic corporation, owned for several years 100 per-
cent of § corporation, a domestic subsidiary which operated in
Cuba until the expropriation of its Cuban assets in 1959, at which
time it also had non-Cuban assets which rendered it solvent. Z
corporation liquidated 8 corporation pursuant to the provisions
of section 332 of the Code and the Income Tax Regulations
thereunder.

(9) Y, a domestic corporation, owned for several years 100
percent of Z, a foreign corporation which for past years has been
engaged in business within the United States and which had also
conducted business in Cuba until the expropriation of its Cuban
assets in 1960. At the time of the exportation of its assets, Z
corporation had unused net operating losses attributable to its
United States business as well as losses incurred in its Cuban
business. Assuming that the requirements of section 367 of the
Code were considered satisfied (in view of all other facts and
circumstances involved) in an advance ruling issued by the Inter-
nal Revenue Service, ¥ corporation liquidated Z corporation
pursuant to the provisions of section 332 of the Code.

Section 165(a) of the Code provides for the deductibility of losses
sustained by taxpayers which are not compensated for by insurance
or otherwise. Under section 165(c), losses in the case of an individual
are limited to (1) losses incurred m a trade or business, (2) losses
incurred in any transaction entered into for profit, though not con-
nected with a trade or business, and (3) losses of property not con-
nected with a trade or business if such losses arise from fire, storm,
shipwreck, or other casualty, or from theft. Under section 641(b)
of the Code, the same limitation applies to losses of an estate or trust.

TLosses sustained through confiscation or seizure of property under
the authority of laws of a foreign country are not casualty or theft
losses within the meaning of section 165(c) (8) of the Code. See L.T.
4086, (C.B. %952—1, 29, and William J. Powers v. Commissioner, 36 T.C.
1191 (1961).

Section 165(g) of the Code provides the general rule that a loss
on any security (as defined in such subsectionl) which becomes worth-
less during the taxable year and which is a capital asset is treated as
a loss from the sale or exchange, on the last day of the taxable year,
of a capital asset. Subsection (g) further provides that any security
in a corporation affiliated (as defined in such subsection) with a
domestic corporation is not treated as a capital asset for this purpose
if the 95 percent of stock ownership and 90 percent of gross receipts
tests stated therein are met.

Section 166 of the Code provides for the deductibility of certain
losses arising from bad debts which become worthless during the
taxable year. A deduction is allowed for any business debt which be-
comes totally or partially worthless and, in the case where it has be-
come partially worthless, to the extent it is not recoverable and is
charged off during such taxable year. Such deductions are not allow-
able where the taxpayer employs a reserve for bad debts. A nonbusi-
ness bad debt is deductible by a taxpayer other than a corporation only
if it becomes totally worthless during the taxable year, in which event
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1t 1s considered a loss from the sale or exchange, during the taxable
year, of a capital asset held for not more than six months.

The basis for determining the amount of the deduction under
section 165 or 166 of the Code is the adjusted basis provided in section
1011 of the Code for determining the loss from the sale or other
disposition of property.

Pursuant to the provisions of section 873(a) of the Code, non-
resident alien individuals are not allowed deductions under sections
165 and 166 of the Code where such deductions are not connected
with income from United States sources. The same rule applies
under section 882(c) (2) of the Code to foreign corporations.

The Internal Revenue Service recognizes that the Cuban Govern-
ment has taken discriminatory and arbitrary action against the prop-
erty in Cuba of United States citizens and corporations, including
the taking of such property without any realistic effort to provide
for prompt and adequate compensation for such taking. The taking ..
of property without compensation is confiscation. It is no less con-v
fiscation because there may be an expressed intent to pay at some
t(llrgZZI;thhe future. See 8 Hackworth, Digest of International Law:

2) 656.

Section 1.165-1(b) of the regulations provides that to be allowable
as a deduction under section 165(a) of the Code, a loss must be evi-
denced by closed and completed transactions, fixed by identifiable
events, and actually sustained during the taxable year. Only a bona
fide loss is allowable. Substance and not mere form shall govern in
determining a deductible loss.

Based on the foregoing, it is the position of the Service that acts
of confiscation, whether by way of seizure, intervention in, expropria-
tion, or similar taking of property, by the Cuban Government consti- v/
tute identifiable events which, in the light of all of the circumstances,
have resulted in closed and completed transactions notwithstanding
promise of indemnification. An act of confiscation has occurred when '/
the taxpayer has been deprived of ownership of property or the
normal attributes of ownership, such as receipt of income and control
over the operation or use of the property, with little or no chance of
being compensated therefor.

In determining when a loss through confiscation has been sustained
for Federal income tax purposes, the Service will recognize as the
identifiable event evidencing a closed and completed transaction which-
ever of the acts of confiscation occur first. The burden of proof is
upon the taxpayer to establish by whatever evidence is available the
occurrence of the act and the date thereof to support a deduction for
aloss. An officially published expropriation decree (or similar docu-
ment) will in general be considered prima facie evidence of Cuban
confiscation as of the date of the decree. Naturally, all other evi-
dence which is available to the taxpayer or the Service will be used,
to the extent material, in establishing loss and the date thereof.

In situations in which there has been seizure, intervention in, or
similar taking of property by Cuban officials followed by expropria-
tion evidenced by an officially published expropriation decree (or sim-
ilar document), the loss will be considered to have been sustained at
the time of the seizure, intervention, or taking rather than at the later
date of the decree, provided that there is evidence sufficient to establish
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that the confiscation took place on the date of seizure, intervention,
or taking. In situations in which there is not sufficient evidence to
establish that the confiscation took place at a date prior to the date of
the officially published expropriation decree (or similar document),
the date of the decree will be considered as the date of loss. In situa-
tions in which there has been no officially published expropriation
decree (or similar document), the date of loss may be established by
whatever evidence is available, including evidence of a circumstantial
nature.

Applying the foregoing principles to the factual situations pre-
sented above, the following represent the position of the Service:

(1) No deduction is allowable for the loss of the personal resi-
dence, furnishings, jewelry, clothing and other personal items
therein, the automobile, and the money and jewelry in the safe
deposit box, since the losses were not incurred in the conduet of a
trade-or business or incurred in any transaction for profit within

¢ the meaning of section 165(c) (1) or (2) of the Code, and do not
U constitute casualty or theft losses within the meaning of section
165(c) (3).

(2) Under section 165 (g) of the Code, the taxpayer has a worth-
less security loss which is treated as a loss from the sale or ex-
change on the last day of the taxable year of a capital asset. It
is to be noted that if, for example, a domestic corporation had

¥~ assets outside Cuba (including potential United States tax re-

Y- fund claims resulting from the operation of section 172 or other
sections of the Code) which exceeded its liabilities (other than
liabilities from which the corporation has been relieved as a result
of actions of the Cuban Government), the securities would not be
considered worthless for the purposes of section 165(g).

(8) The intervention in both farms gives rise to allowable losses
under section 165(c) (1) of the Code, which losses are treated in
accordance with the provisions of section 1231 of the Code. Sec-
tion 1231(a) requires the aggregating of all recognized gains and
losses on sales, exchanges, and involuntary conversions of prop-
erty used in the trade or business (as defined in section 1231 (b))
and the recognized gains and losses from involuntary conversions
of capital assets held for more than six months. Any resulting
gains are considered gains from sales or exchanges of capital as-
sets held for more than six months, but any resulting losses are
not considered losses from sales or exchanges of such capital
assets. Accordingly, the taxpayer’s losses will constitute ordinary
losses to the extent they, together with other section 1231 losses,
exceed taxpayer’s section 1281 gains. It is to be noted that sec-
tion 1231 would be inapplicable if the farms were held for six
months or less.

(4) The taxpayer has sustained losses in 1959 in respect of the
enumerated assets. Such losses are deductible as ordinary losses
under the provisions of section 165(c) (1) of the Code and in ac-
cordance with the provisions of section 1231 of the Code with the
exception of the loss on accounts receivable, which is deductible
under section 166 (a) of the Code.

(5) The seizure by the Cuban Government in this instance con-

stitutes an identifiable event and is a closed and completed trans-

o
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action establishing the existence of a loss, for Federal income tax
purposes, notwithstanding the promise of eventual payment in
Cuban bonds. Such loss is deductible under section 165(a) of
the Code and, to the extent that the loss exceeds the gain derived
from the sale of the tract of land, it is treated as an ordinary loss
under section 1231 (a) of the Code.

(6) Under section 165(g) of the Code, 7 corporation has a
worthless security loss which is treated as a loss from the sale or
exchange, on the last day of the taxable year, of a capital asset.
(It is assumed that the subsidiary does not have a potential tax
refund claim for any year.) Tt is to be noted that if 7' corpora-
tion owned 95 percent or more of each class of the outstanding
stock of the subsidiary, and the 90 percent gross receipts test of
section 165 (g) (8) (B) had been met, 7' corporation would have
sustained an ordinary loss under section 165(g) (3).

(7) Pursuant to sections 172 and 1502 of the Code and the
regulations thereunder, the consolidated net operating loss of $5
million may be carried back to 1957 and to the extent unused to
1958 and 1959; additionally, any of such loss remaining unused
may be carried forward to the five succeeding taxable years, 1961
through 1965, inclusive, assuming N corporation remains a mem-
ber of the affiliated group for such period.

(8) B corporation may utilize the unused net operating loss
of § corporation to the extent provided for under the provisions
of section 381 (2) and (c) (1) of the Code and the regulations
thereunder.

(9) Z corporation’s net operating loss attributable to its
United States income may be carried over to ¥ corporation to
the extent provided for under section 381 of the Code and the
regulations thereunder (especially section 1.381(a)-1(¢c)). The
net operating loss of Z corporation attributable to its Cuban in-
come cannot be carried over to ¥ corporation pursuant to sec-
tion 882 of the Code and the regulations thereunder.

If Z corporation were a nonresident foreign corporation, no
net operating loss carryover would be allowed in any event, since
under section 1.882-3(a) (1) of the regulations Z corporation
would not be permitted any loss deductions and consequently
would have no loss deductions to be carried over.

In any of the foregoing situations in which losses are allowed, it
is assumed that the assets did not represent and were not purchased
with unreported taxable income, as might have been the case, for ex-
ample, if such income had been blocked and the taxpayer had elected
to defer the reporting of blocked currency income. For the tax con-
sequences of losses in respect to such blocked currency income, see
Mim. 6475, C.B. 1950-1, 50.

Any recoveries by taxpayers taking deductions for losses resulting
from actions of the Cuban Government will constitute income in the
year of recovery, except as provided in section 111 of the Code and
the regulations thereunder where the taxpayers did not obtain tax
benefits from the deductions. See also section 1033 of the Code and
the regulations thereunder, relating to involuntary conversion of prop-
erty into similar property.
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SECTION 166.—BAD DEBTS

26 CFR 1.166-1: Bad debts.

Confiscation of property in Cuba by the Government of Cuba. See
Rev. Rul. 62-197, page 66.

Rev. Rul. 62214 !

The Internal Revenue Service will not follow the decision of the
United States Court of Appeals for the Ninth Circuit in Wilkins
Pontiae v. Commissioner, 298 Fed. (2d) 893 (1961), which reversed the
decision of the Tax Court of the United States, 34 T.C. 1065 (1960).

In that case the taxpayer sold conditional sales contracts for auto-
mobiles to a finance company under a guaranty contract requiring the
taxpayer to pay any amounts not paid by the purchasers to the finance
company. The question involved is whether the taxpayer is entitled
to deduct an addition to a reserve for bad debts, with respect to the
losses which may occur as a result of the guaranty, from the taxpayer’s
gross income under section 166(c) of the Internal Revenue Code of
1954, relating to reserves for bad debts.

The position of the Service is that under section 166(¢) of the Code
and section 1.166-1 (a) and (c) of the Income Tax Regulations, a
deduction for an addition to a reserve for bad debts must be based
on bona fide debts presently owing to the taxpayer and arising from
a debtor-creditor relationship then existing between the taxpayer and
the debtor.

The reviewing court in the Wilkins Pontiac case interpreted the de-
cision in Max Putnam et ua v. Commissioner, 352 U.S. 82 (1956), Ct.
D. 1800, C.B. 1957-1, 501, to hold that under the above-described ar-
rangement the taxpayer’s obligation presently exposes it to a risk of
future loss which is described in section 166(a) of the Code and that
it, therefore, should be able to take a deduction under section 166(c)
of the Code.

It is the view of the Service that the decision of the Ninth Circuit
cannot be reconciled with section 166 of the Code, section 1.166-1 (a)
and (c) of the regulations, or the decision in the Putnam case.

Although there was no basis for requesting certiorari of the
Supreme Court of the United States in this case and certiorari was
not applied for, the decision will not be followed by the Service as a
precedent in the disposition of similar cases pending further judicial
test of the Treasury Regulations.

SECTION 167.—DEPRECIATION
26 CFR 1.167(a)-1: Depreciation in general.

Television films and tapes produced by a taxpayer and leased for
a perli)éizprlor to sale for television exhibition. See Rev. Rul. 62-141,
page 182,

! Based on Technical Information Release 410, dated November 14, 1962,
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Deduction by employees of expenses attributable to the use of a
personal residence in the performance of their duties. See Rev.
Rul. 62-180, page 52.

New guidelines for depreciation have been completed. See Rev.
Proc. 62-21, page 418.

26 CFR 1.167(g)-1: Life tenants and Rev. Rul. 62-132*
beneficiaries of trusts and estates.

The Internal Revenue Service will follow the decision of the
United States Court of Appeals for the Sixth Circuit in Commissioner
v. William N. Fry, Jr., et al., 283 Fed. (2d) 869 (1960), and the de-
cision of the United States Court of Appeals for the Seventh Circuit
in Laird Bell v. Harrison, et al., 212 Fed. (2d) 253 (1954).

These cases hold that a remainderman of a trust, the corpus of
which consists of corporate stock, who purchases the interest of a life
beneficiary of the trust, is entitled to recover his cost through amor-
tization over the period of the beneficiary’s life expectancy, by ratable
annual deductions.

The Service had argued that the purchased life interest became
merged with the remainder interest, with the result that the cost of
the purchased life interest could be recouped only at the time of the
sale or other disposition of the stock.

The Service noted that the transactions in these cases appeared to
be bona fide and without a tax avoidance motive. These cases will be
tollowed in the disposition of other cases in which the facts are sub-
stantially the same.

SECTION 170—CHARITABLE ETC., CONTRIBUTIONS
AND GIFTS

26 CFR 1.170: Statutory provisions; charitable T. D. 6605 2
ete., contributions and gifts.

TITLE 26, CHAPTER I, SUBCHAPTER A, PART 1.—INCOME TAX; TAXABLE
YEARS BEGINNING AFTER DECEMBER 31, 1953

Amendment of the Income Tax Regulations under section 170
of the Internal Revenue Code of 1954 to conform to the Act of
August 7, 1956, and sections 10, 11, and 12 of the Technical
Amendments Act of 1958, and to make certain other changes.

DEPARTMENT OF THE TREASURY,

Orricke or ComMIssIONER OF INTERNAL REVENUE,
Washington 25, D.C.

To Officers and Employees of the Internal Revenue Service and
Others Concerned :

On February 28, 1962, notice of proposed rulemaking with respect

to the amendment of the Income Tax Regulations (26 CFR Part 1)

under section 170 of the Internal Revenue Code of 1954 (relating to

1 Based on Technical Information Release 392, dated July 16, 1962,
2927 F.R. 8093.
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charitable, etc., contributions and gifts% to conform the regulations
to changes made by the Act of August 7, 1956 (Pub. Law 1022, 84th
Cong., 70 Stat. 1117 [C.B. 1956-2, 1207]), and sections 10, 11, and
12 of the Technical Amendments Act of 1958 (72 Stat. 1609, 1610
[C.B. 1958-8, 254]), and to make certain clarifying changes therein
was published in the Federal Register (27 F.R. 1901). No objection
to the rules proposed having been received during the 30-day period
prescribed in the notice, the amendment of the regulations as proposed

1s hereby adopted. i o ]
Paracraru 1. Section 1.170 is amended by revising section 170(b)
and the historical note. As amended, § 1.170 reads as follows:

§1.170 STATUTORY PROVISIONS: CHARITABLE, ETC., CONTRIBUTIONS AND (IFTS,

SEC. 170. CHARITABLE, ETC., CONTRIBUTIONS AND GIFTS. * * #

(b) LIMITATIONS.—

(1) InpivinuALs.—In the case of an individual the deduction pro-
vided in subsection (a) shall be limited as provided in subpara-
graphs (A}, (B), (C), and (D).

(A) SpeciAL RULE.—ADNy charitable contribution to—

(i) A church or a convention or association of churches,
(i) An educational organization referred to in section
503(b) (2), or
(iii) A hospital referred to in section 503(b) (5), or to
a medical research organization (referred to in section
503(b) (5)) directly engaged in the continuous active con-
duct of medical research in conjunction with a hospital, if
during the calendar year in which the contribution is made
such organization is committed to spend such contributions
for such research before January 1 of the fifth calendar
year which begins after the date such contribution is made,
shall be allowed to the extent that the aggregate of such con-
tributions does not exceed 10 percent of the taxpayer’s adjusted
gross income computed without regard to any net operating
loss carryback to the taxable year under section 172.

(B) GENERAL LIMITATION.—The total deductions under sub-
section (a) for any taxable year shall not exceed 20 percent
of the taxpayer’s adjusted gross income computed without
regard to any net operating loss carryback to the taxable year
under section 172, For purposes of this subparagraph, the
deduction under subsection (a) shall be computed without
regard to any deduction allowed under subparagraph (A) but
shall take into account any charitable contributions to the
organizations described in clauses (i), (ii), and (iii) which
are in excess of the amount allowable as a deduction under
subparagraph (A).

(C) UNLIMITED DEDUCTIONS FOR CERTAIN INDIVIDUALS.—The
limitation in subparagraph (B) shall not apply in the case of
an individual if, in the taxable year and in 8 of the 10 preceding
taxable years, the amount of the charitable contributions, plus
the amount of income tax (determined without regard to chap-
ter 2, relating to tax on self-employment income) paid during
such year in respect of such year or preceding taxable years,
exceeds 90 percent of the taxpayer’s taxable income for such
year, computed without regard to—

(i) This section,
(ii) Section 151 (allowance of deductions for personal
exemptions), and ~
(iii) Any net opevating loss carryback to the taxable
year under section 172.
In lieu of the amount of income tax paid during any such
year, there may be substituted for that year the amount of
Income tax paid in respect of such year, provided that any
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amount so included in the year in respect of which payment
was made shall not be included in any other year,

(D) DENIAL OF DEDUCTION IN CASE OF CERTAIN TRANSFERS IN
TRUST.—NO deduction shall be allowed under this section for
the value of any interest in property transferred after March 9,
1954, to a trust if—

(i) The grantor has a reversionary interest in the corpus
or income of that portion of the trust with respect to which
a deduction would (but for this subparagraph) be allow-
able under this section ; and
(ii) At the time of the transfer the value of such rever-
sionary interest exceeds 5 percent of the value of the prop-
erty constituting such portion of the trust.
For purposes of this subparagraph, a power exercisable by the
grantor or a nonadverse party (within the meaning of section
672(b)), or both, to revest in the grantor property or income
therefrom shall be treated as a reversionary interest.

(2) CorroraTIONS.—In the case of a corporation, the total deduc-
tions under subsection (a) for any taxable year shall not exceed
5 percent of the taxpayer’s taxable income computed without
regard to—

(A) This section,

(B) Part VIII (except section 248),

(C) Any net operating loss carryback to the taxable year
under section 172, and

(D) Section 922 (special deduction for Western Hemisphere
trade corporations).

Any contribution made by a corporation in a taxable year to which
this section applies in excess of the amount deductible in such year
under the foregoing limitation shall be deductible in each of the two
succeeding taxable years in order of time, but only to the extent of
the lesser of the two following amounts: (i) the excess of the
maximum amount deductible for such succeeding taxable year under
the foregoing limitation over the contributions made in such year;
and (ii) in the case of the first succeeding taxable year the amount
of such excess contribution, and in the case of the second succeed-
ing taxable year the portion of such excess contribution not dedueti-
ble in the first succeeding taxable year.

(3) SPECIAL RULE FOR CORPORATIONS HAVING NET OPERATING LOSS
CARRYOVERS.—In applying the second sentence of paragraph (2) of
this subsection, the excess of—

(A) The contributions made by a corporation in a taxable
year to which this section applies, over

(B) The amount deductible in such year under the limita-
tion in the first sentence of such paragraph (2),

shall be reduced to the extent that such excess reduces taxable
income (as computed for purposes of the second sentence of section
172(b) (2)) and increases a net operating loss carryover under sec-
tion 172 to a succeeding taxable year.

(4) REDUCTION FOR CERTAIN INTEREST.—If, in connection with any
charitable contribution, a liability is assumed by the recipient or by
any other person, or if a charitable contribution is of property which
is subject to a liability, then, to the extent necessary to avoid the
duplication of amounts, the amount taken into account for purposes
of this section as the amount of the charitable contribution—

(A) Shall be reduced for interest (i) which has been paid
(or is to be paid) by the taxpayer, (ii) which is attributable
to the liability, and (iii) which is attributable to any period
after the making of the contribution, and

(B) In the case of a bond, shall be further reduced for
interest (i) which has been paid (or is to be paid) by the tax-
payer on indebtedness incurred or continued to purchase or
carry such bond, and (ii) which is attributable to any period
before the making of the contribution.

The reduction pursuant to subparagraph (B) shall not exceed the
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jnterest (including interest equivalent) on the bond which is at-

tributable to any period before the making of the contribution and

which is pot (under the taxpayer’s method of accounting) in-

cludible in the gross income of the taxpayer for any taxable yearl.

For purposes of this paragraph, the term “bond” means any bond,

debenture, note, or certificate or other evidence of indebtedness,

* % * # * % *

[Sec. 170 as amended by sec. 1, Act of Aug. 7, 1956 (Pub. Law 1022,
84th Cong., 70 Stat, 1117 [C.B. 1956-2, 1207]1) and seec. 10, 11, and 12,
Technical Amendments Act 1958 (Pub. Law 83-866, 72 Stat. 1609-
1610 [C.B. 1958-3, 254])]

Par. 2. Section 1.170-1 is amended by revising paragraphs (b) and
(c) thereof to read as follows:

§1.170-1 CHARITABLE, ETC., CONTRIBUTIONS AND GIFTS; ALLOWANCE OF DE-

DUCTION.
* * % = # & *

(b) Time of making contribution.—Ordinarily a contribution is made at the
time delivery is effected. In the case of a check, the unconditional delivery (or
mailing) of a check which subsequently clears in due course will constitute an
effective contribution on the date of delivery (or mailing). If a taxpayer un-
conditionally delivers (or mails) a properly endorsed stock certificate to a
charitable donee or the donee's agent, the gift is completed on the date of de-
livery (or mailing, provided that such certificate is received in the ordinary
course of the mails). If the donor delivers the certificate to his bank or broker
as the donor’s agent, or to the issuing corporation or its agent, for transfer into
the name of the donee, the gift is completed on the date the stock is transferred
on the books of the corporation.

(¢) Comtridbution in property—(1) General rules—If a contribution is made
in property other than money, the amount of the deduction is determined by the
fair market value of the property at the time of the contribution. The fair
market value is the price at which the property would change hands between a
willing buyer and a willing seller, neither being under any compulsion to buy
or sell and both having reasonable knowledge of relevant facts. If the contri-
bution is made in property of a type which the taxpayer sells in the course of
his business, the fair market value is the price which the taxpayer would have
received if he had sold the contributed property in the lowest usual market in
which he customarily sells, at the time and place of the contribution (and in the
case of a contribution of goods in quantity, in the guantity contributed). The
usual market of a manufacturer or other producer consists of the wholesalers or
other distributors to or through whom he customarily sells, unless he sells only at
retail in which event it is his retail customers. If a donor makes a charitable
contribution of, for example, stock in trade at a time when he could not reason-
ably have been expected to realize its usual selling price, the value of the gift is
not the usual selling price but is the amount for which the quantity of merchan-
d}se contributed would have been sold by the donor at the time of the contribu-
tion. Costs and expenses incurred in the year of contribution in produecing or
acquiring the contributed property are not deductible and are not a part of the
cost of goods sold. Similarly, to the extent that costs and expenses incurred
in a prior taxable year in producing or acquiring the contributed property are
reflected in the cost of goods sold in the year of contribution, cost of goods sold
must be reduced by such costs and expenses. Transfers of property to an orga-
nization described in section 170(c) which bear a direct relationship to the tax-
payer’s business and which are made with a reasonable expectation of financial
return commensurate with the amount of the transfer may constitute allowable
deductiong as trade or business expenses rather than as charitable contributions.
See section 162 and the regulations thereunder.

(2) Reduction for certain interest.— (i) With respect to charitable contribu-
tions made after December 31, 1957, section 170 (b) (4) requires that the amount
of the charitable deduction be reduced for certain interest to the extent necessary
to avoid the deduction of the same amount both as an interest deduction under
section 163 and as a deduction for charitable contributions under section 170.
The reduction is to be determined in accordance with subdivisions (ii) and (iii)
of this subparagraph.
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. (il) With respect to charitable contributions made after December 31, 1937,
in determining the amount to be taken into account as a charitable contribution
for purposes of section 170, the amount determined without regard to section
170(b) (4) or this subparagraph shall be reduced by the amount of interest
which has been paid (or is to be paid) by the taxpayer, which is attributable to
any liability connected with the contribution, and which is attributable to any
period of time after the making of the contribution. The deduction otherwise
allowable for charitable contributions under section 170 is required to be reduced
pursuant to section 170(b) (4) only if, in connection with a charitable contri-
bution, a liability is assumed by the recipient of the contribution or by any other
person, or if the charitable contribution is of property which is subject to a
liability. Thus, if the contribution is made in property and the transfer is con-
ditioned upon the assumption of a liability by the donee or by some other person,
any interest paid (or to be paid) by the taxpayer, attributable to the liability,
and with respect to a period after the making of the contribution, will serve to
reduce the amount that may be taken into account as a charitable contribution
for purposes of section 170. The adjustment referred to in this subdivision
must also be made where the contributed property is subject to a liability and
the value of the property reflects the payment by the donor of interest with re-
spect to a period of time after the making of the contribution.

(iii) If, in connection with the charitable contribution, after December 31,
1957, of a bond, a liability is assumed by the recipient or by any other person,
or if the bond is subject to a liability. then, in determining the amount to be
taken into account as a charitable contribution under section 170, the amount
determined without regard to seection 170(b) (4) or this subparagraph shall,
without regard to whether any reduction may be required by subdivision (ii)
of this subparagraph, also be reduced for interest which has been paid (or is
to be paid) by the taxpayer on indebtedness incurred or continued to purchase
or carry such bond, and which is attributable to any period before the making
of the contribution. However, the reduction referred to in this subdivision
shall be made only to the extent that such reduction does not exceed the in-
terest (including bond discount and other interest eguivalent) receivable on
the bond, and attributable to any period before the making of fhe contribution
which is not, by reason of the taxpayer’s method of accounting, includible in
the taxpayer’s gross income for any taxable year. For purposes of section
170(b) (4) and this subdivision the term *“bond” means any bond, debenture,
note, or certificate or other evidence of indebtedness.

(iv) The provisions of this subparagraph may be illustrated by the following
examples:

Ezample (1). A, an individual using the eash receipts and disbursements
method of accouunting, on January 1, 1960, contributed to a charitable organiza-
tion real estate having a fair market value of $10,000. In connection with the
contribution the charitable organization assumed an indebtedness of $8,000
which A had incurred. A has prepaid two years’ interest on that indebtedness
(for 1960 and 1961) amounting to $960, and has taken an interest deduction of
$960 for such amount, The amount of the gift, determined withcut regard to
this subparagraph, is $2,960 ($£10,600 less $8,000, the outstanding indebtedness,
plus $960, the amount of prepaid interest). In determining the amount of the
deduction for charitable contributions, the value of the gift ($2,960) must be
reduced by $960 to eliminate from the computation of such deduction that por-
tion thereof for which A has been allowed an interest deduetion.

Ezqmple (2). On January 1, 1960, B, an individual using the cash receipts
and disbursements method of accounting, purchased for $9,600 a 5% percent
$10,000, 20-year M Corporation bond, the interest on which was payable semi-
annually on June 30 and December 31. The M Corporation had issued the bond
on January 1, 1950, at a discount of $720 from fthe principal amoun_t. On
December 1, 1960, B donated the bond to a charitable organization, and, in con-
nection with the contribution, the charitable organization assumed an indebted-
ness of £7,000 which B had incurred to purchase and carry the bond. During
the calendar year 1960 B paid accrued interest of $330 on the indebtedness for
the period from January 1 to December 1, 1960, and has taken an interest deduc-
tion of $330 for such amount. No portion of the bond discount of $36 a year
(8720 divided by 20 years) has been included in B’s income, and of the $350 of
annual interest receivable on the bond, he included in income only the June 30
payment of $275. The market value of the bond on the date of the contribution
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was $9,902. Such value treflects a proportionate part of the original bond
discount ($9,280 plus $393, or $9,673) and of interest receivable of $229 which
had accrued from July 1 to December 1, 1960. The amount of the charitable
contribution determined without regard to this subparagraph is $2,902 ($9,902,
the value of the property on the date of gift, less $7,000, the amount of the lia-
bility assumed by the charitable organization). In determining the amount of
the allowable deduction for charitable contributions, the value of the gift
($2,902) must be reduced to eliminate from the deduction that portion thereof
for which B has been allowed an interest deduction. Although the amount of
such interest deduction was $330, the reduction required by this subparagraph
is limited to $262, since the reduction is not in excess of the amount of interest
income on the bond ($229 of accrued interest plus $33, the amount of bond dis-
count attributable to the eleven-month period B held the bond).

Par. 3. Section 1.170-2 is amended by revising subparagraph (1) of
paragraph (a), by revising subparagraphs (1) and (4) of paragraph
(b), and by revising subparagraph (1) and subdivisions (1) and (ii)
of subparagraph (2) of paragraph (¢). Asamended, § 1.170-2 reads
as follows:

§1.170-2 CHARITABLE DEDUCTIONS BY INDIVIDUALS ; LIMITATIONS.—(a) In gen-
eral——(1) A deduction is allowable to an individual under section 170 only for
charitable contributions actually paid during the taxable year, regardless of
when pledged and regardless of the method of accounting employed by the tax-
payer in keeping his books and records. A contribution to an organization de-
seribed in section 170(e) is deductible even though some portion of the funds of
the organization may be used in foreign countries for charitable or educational
purposes. The deduction by an individual for charitable contributions under sec-
tion 170 is limited generally to 20 percent of the taxpayer’s adjusted gross income
(computed without regard to any net operating loss carryback to the taxable
year under section 172). If a husband and wife make a joint return, the deduc-
tion for contributions is the aggregate of the contributions made by the spouses,
and the limitation in section 170(b) is based on the aggregate adjusted gross in-
come of the spouses. The 20-percent limitation applies to amounts contributed
during the taxable year “to or for the use of” those recipients described in sec-
tion 170(¢). The limitation is computed without regard to contributions quali-
Tying for the additional 10-percent deduction. For examples of the application
of the 10 and 20-percent limitation, see paragraph (b) (5) of this section. For
special rules reducing amount of certain charitable deductions, see paragraph
(¢) (2) of § 1.170-1.

* * £ * ES * *

(b) Additional 10 percent deduction.—(1) In general.—In addition to the de-
duction which may be allowed for contributions subject to the general 20-percent
limitation, an individual may deduct charitable contributions made during the
taxable year to the organizations specified in section 170(b) (1) (A) to the extent
that such contributions in the aggregate do not exceed 10 percent of his adjusted
gross income (computed without regard to any net operating loss carryback to the
taxable year under section 172). The additional 10-percent deduction may be
allowed with respect to contributions to—

(1) A church or a convention or association of churches,
(ii) An educational organization referred to in section 503(b) (2) and
defined in subparagraph (3) of this paragraph,
(iii) A hospital defined in subparagraph (4) (i) of this paragraph, and
(iv) Subject to certain conditions and limitations set forth in subpara-
graph (4) (ii) of this paragraph, and for taxable years beginning after
%%c(e%n}b(%r 31, 1955, a medical research organization referred to in section
5 ).
To qualify for the additional 10-percent deduction the contribution must be
made “to”, and not merely “for the use of”, one of the specified organizations. A
contribution made to a trust, community chest, or other organization referred to
in section 170(c), which in turn makes the contribution available to a church,
school, hospital, or medical research organization, will not qualify under the 10-
percent limitation unless such trust, community chest, or other organization
acts merely as an agent of the taxpayer in delivering the contribution. The
computation of this additional deduction is not necessary unless the total con-
tributions paid during the taxable year are in excess of the general 20-percent
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limitation, Where the total contributions exceed the 20-percent limitation, the

taxpayer should first ascertain the amount of charitable contributions subject to

the 10-percent limitation, and any excess over the 10-percent limitation should

then be added to all other contributions and limited by the 20-percent limitation.
* * # " * * #

" (4) IHospital and medical research organization.—(i) Hospital—The term

hospital”, as used in section 170 (b) (1) (A), means an organization the principal
burposes or functions of which are the providing of hospital or wmedical care.
The term Includes Federal and State hospitals otherwise coming within the
definition but does not include medical education organizations, or medical re-
search organizations. See, however, subdivision (ii) of this subparagraph, re-
lating to contributions to certain medieal research organizations for taxable
years beginning after December 31, 1955. A rehabilitation institution or an out-
patient clinic may qualify as a hospital if its principal purposes or functions are
the providing of hospital or medical care. The term *“hospital” does not include
convalescent homes or homes for children or the aged, nor does the term include
institutions whose principal purposes or functions are to train handicapped
individuals to pursue some vocation.

(ii) Certain medical research organizations.—(a) For taxable years beginning
after December 31, 1955, certain charitable contributions made to certain medi-
cal research organizations may be taken into account in computing the addi-
tional 10-percent limitation. To be so taken into account the charitable
contribution must be made to a medical research organization that is directly
engaged in the continuous active conduct of medical research in conjunction
with a hospital (as defined in subdivision (i) of this subparagraph), and, dur-
ing the calendar year in which the contribution is made, the organization must
be committed to spend the contribution for such active conduct of medical re-
search before January 1 of the fifth calendar year beginning after the date
the contribution is made.

(b) As used in section 170(b) (1) (A) and this subparagraph, the term “medi-
cal research organization” means an organization the principal purpose or
function of which is to engage in medical research. Medical research may be
defined as the conduct of investigations, experiments, and studies to discover,
develop, or verify knowledge relating to the causes, diagnosis, treatment, pre-
vention, or control of physical or mental diseases and impairments of man. To
qualify as a medical research organization, the organization must have the ap-
propriate equipment and professional personnel necessary to carry out its prin-
cipal function.

(c¢) The organization must, at the time of the contribution, be directly en-
gaged in the continuous active conduct of medical research in conjunction with
a hospital described in subdivision (i) of this subparagraph. The organization
need not be formally affiliated with a hospital to be congidered engaged in the
active conduect of medical research in conjunction with a hospital, but it must
be physically connected, or closely associated, with a hospital. In any case,
there must be a joint effort on the part of the research organization and the
hospital pursuant to an understanding that the two organizations shall maintain
continuing close cooperation in the active conduet of medical research. For ex-
ample, the necegsary joint effort will normally be found to exist if the activities
of the medical research organization are carried on in space located within or
adjacent to & hospital provided that the organization is permitted to utilize the
facilities (including equipment, case studies, ete.) of the hospital on a continuing
basis in the active conduct of medical research. A medical research organiza-
tion which is closely associated, in the manner described above, with a particular
hospital or particular hospitals, may be considered to be pursuing research in
conjunction with a hospital if the mnecessary joint effort is supporfed by sub-
stantial evidence of the close cooperation of the members of the research orga-
nization and the staff of the particular hospital or hospitals. The active
participation in medical research by the staff of the particular hospital or hog-
pitals will be considered as evidence of the requisite joint effort, If the organi-
zation’s primary purpose is to disburse funds to other organizations for the
conduct of research by them, or, if the organization’s primary purpose is to
extend research grants or scholarships to others, it is not directly engaged in the
active conduct of medical research, and contributions to such an organization
may not be tak.en into account for purposes of the additional 10-percent limitation.

(@) A eharltable_ contribution to a medical research organization may be
taken into account in computing the additional 10-percent limitation only if the
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organization is committed to spend such contribution for medical research in
conjunction with a hospital on or before the first day of the fifth calendar year
which begins after the date the contribution is made. The organization’s com-
mitment that the contribution will be spent within the prescribed time qn_ly for
the prescribed purposes must be legally enforceable. A promise in writing to
the donor in consideration of his making a contribution that such contribution
will be so spent within the prescribed time will constitute a 'commitment. The
expenditure of contributions received for plant, facilities, or equipment, used
solely for medical research purposes shall ordinarily be considered to be an ex-
penditure for medical research for purposes of section 170(b) and this section.
If a contribution is made in other than money, it shall be considered spent for
medical research if the funds from the proceeds of a disposition thereof are
spent by the organization within the five year period for medical research; or,
if such property is of such a kind that it is used on a continuing basis directly
in connection with such research, it shall be considered spent for medical re-
search in the year in which it is first so used.
* Ed * * ® * *

(¢) Unlimited deduction for individuals.—(1) In generel.—(i) The deduc-
tion for charitable contributions made by an individual is not subject fo the 10
and 20-percent limitations of section 170(b) if in the taxable year and each of
8 of the 10 preceding taxable years the sum of his charitable contributions paid
during the year, plus his payments during the year on account of Federal in-
come taxes, is more than 90 percent of his taxable income for the year (or net
income, in years governed by the Internal Revenue Code of 1939). In determin-
ing the applicability of the 10 and 20-percent limitations of section 170(b) for
taxable years beginning after December 31, 1957, there may be substituted, in
lieu of the amount of income tax paid during any year, the amount of income
tax paid in respect of such year, provided that any amount so included for the
vear in respect of which payment was made shall not be included for any other
year. For the purpose of the first sentence of this paragraph, taxable income
under the 1954 Code is determined without regard to the deductions for charita-
ble contributions under section 170, for personal exemptions under section 151,
or for a net operating loss carryback under section 172. On the other hand, for
this purpose net income under the 1939 Code is computed without the benefit
only of the deduction for charitable contributions. See section 120 of the In-
ternal Revenue Code of 1939, The term ‘“income tax” as used in section
170(b) (1) (C) means only Federal income taxes, and does not include the taxes
imposed on self-employment income, on employees under the Federal Insurance
Contributions Act (chapter 21 of the Code) or on railroad employees and their
representatives under the Railroad Retirement Tax Act (chapter 22 of the Code)
by chapters 2, 21, and 22, respectively, or corresponding provisions of the In-
ternal Revenue Code of 1939. For purposes of section 170(b) (1) (C) and this
paragraph, the amount of income tax paid during a taxable year shall be de-
termined (except as provided in subdivision (ii) of this subparagraph) by
including all payments made by the taxpayer during such taxable year on ac-
count of his Federal income taxes (whether for the taxable year or for pre-
ceding taxable years). Such payments would include any amount paid during
the taxable year as estimated tax for that year, payment of the final installment
of estimated tax for the preceding taxable year, final payment for the preceding
taxable year, and any payment of a deficiency for an earlier taxable year, to
the extent that such payments do not exceed the tax for the taxable year for
which payment is made. Any payment of income tax with respect to which
the taxpayer receives a refund or credit shall be reduced by the amount of such
refund or credit. Any such refund or credit shall be applied against the most
recent payments for the taxable year in respect of which the refund or credit
arose,

(ii) For any taxable year beginning after December 31, 1957, the applicability
of the 10 and 20-percent limitations of section 170(b) may be determined either
with reference to the income tax paid during the year or any prior year, or with
reference to the income tax paid in respect of any such year or prior years.
The 90-percent test of section 170(b) (1) (C) may be applied for the taxable year,
or for any one or more of the preceding 10 taxable years, by taking into account
the income taxes paid in respect of that year or years, and for the balance of
the 10 years by taking into account the income tax payments made during those
years. Thus, a taxable year which qualifies under either of the two permissible
methods shall be considered as a qualifying year irrespective of whether the
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Faxable Year beging before or after December 31, 1957. However, a particular
income tax payment may only be taken into account once, either with respect
to the year of liability or for the year of payment.

(2) Joint returns.— (i)Joint return for current tuzable year—If a husband
and wife make a Jjoint return for any taxable year, their deduction for charitable
contributions is not subject to the 10- and 20-percent limitations of section
170(b), if, under the rules of subparagraph (1) of this paragraph, in the taxable
year and in each 8 of the 10 preceding taxable years (regardless of whether
separate or joint returns were filed), the aggregate charitable contributions of
both spouses paid during the year, plus their aggregate payments during the
year on account of Federal income taxes (or, if the taxable year begins after
December 31, 1957, the aggregate tax paid in respect of such taxable year or any
preceding taxable year) exceed 90 percent of their aggregate taxable incomes
for the year.

(ii) Separate return by spouse or by unremarried widow or widower.—If a
spouse, or the unremarried widow or widower of a deceased spouse, makes a
separate return for any taxable year, his deduction for charitable contributions
is not subject to the 10- and 20-percent limitations of section 170(b), if, under
the rules of subparagraph (1) of this paragraph, in the taxable year and each
of 8 of the 10 preceding taxable years—

(¢) For which the taxpayer filed a joint return with his spouse, either
their aggregate charitable contributions and payments of Federal income
taxes made during the taxable year (or if the taxable year begins after
December 31, 1957, made in respect of such taxable year or any preceding
taxable year) exceed 90 percent of their aggregate taxable income for that
year, or the taxpayer’s separate charitable contributions and payments of
Federal income taxes allocable to his separate income and made during the
taxable year (or if the taxable year beging after December 31, 1957, made in
respect of such taxable year or any preceding taxable year) exceeds 90
percent of his separate taxable income for that year, and

(b) For which the taxpayer did not file a joint return with his spouse,
the aggregate of his charitable contributions and payments of Federal in-
come taxes made during the taxable year (or, if the taxable year begins
after December 31, 1957, the payments of income taxes made in respect of
such taxable year or any preceding taxable year) exceeds 90 percent of
his taxable income for that year.

For the purpose of the preceding sentence, the word “spouse” does not include
a spouse from whom the taxpayer has been divorced.
* * & * * * *

Par. 4. Section 1.170-3 is amended by revising paragraph (a), and
paragraph (c) of § 1.170-3 is amended by adding subparagraphs (3)
and (4) thereto. Asamended,§ 1.170-3 reads as follows:

§1.170-3 CONTRIBUTIONS OR GIFTS BY CORPORATIONS.—(a) In general.—The
deduction by a corporation in any taxable year for charitable contributions, as
defined in section 170(c¢), is limited to 5 percent of its taxable income for the
year, computed without regard to:

(1) The deduection for charitable contributions,
(2) The special deductions for corporations allowed under part VIII
(except section 248), subchapter B, chapter 1 of the Code,
(8) Any net operating loss carryback to the taxable year under section
172, and
(4) The special deduction for Western Hemisphere trade corporations
under section 922.
A contribution by a corporation to a trust, chest, fund, or foundation organized
and operated exclusively for religious, charitable, secientifie, literary, or educa-
tional purposes or for the prevention of cruelty to children or animals is deduct-
ible only if the contribution is to be used in the United States or its possessions
for those purposes. See section 170(c) (2). For the purposes of section 170,
amounts excluded from the gross income of a corporation under section 114
(relating to sports programs conducted for the American National Red Cross)
are not to be considered contributions or gifts. For reduction or disallowance
of certain charitable, etc., deductions, see paragraphs (c¢) (2), (e) and (f) of
§ 1.170-1.
*

* *® * Ed * *
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(¢) Charitable contributions carryover of corporations. * % *

(3) A corporation having a net operating loss carryover (or carryovers) must
apply the special rule of section 170(b) (3) and this subparagraph before com-
puting under subparagraph (1) of this paragraph the charitable contributions
carryover for any taxable year subject to the Internal Revenue Code of 1954.
In determining the amount of charitable contributions that may be deducted in
the two taxable years succeeding the year of the confribution, the excess of
contributions made by a corporation in the year of contribution over the amount
deductible in such year must be reduced by the amount by which such excess
reduces taxable income (for purposes of determining the net operating loss
carryover under the second sentence of section 172(b) (2)) and increases a net
operating loss carryover to a succeeding taxable year. Thus, if the excess of
the contributions made in a taxable year over the amount deductible in the
taxable year is utilized to reduce taxable income for such year for purposes of
determining the net operating loss deduction for such year, thereby serving to
increase the amount of the net operating loss carryover to a succeeding year or
years, no charitable contributions carryover will be allowed. If only a portion
of the excess charitable contributions is so used, the charitable contributions
carryover will be reduced only to that extent.

(4) The application of the rule of subparagraph (3) of this paragraph may
be illustrated by the following example:

Eazample. A corporation which reports its income on the calendar year method
makes a charitable contribution of $10,000 during the taxable year 1960. - Its
taxable income for 1960 is $80,000 (computed without regard to any net operat-
ing loss deduction and computed in accordance with section 170(b) (2) without
regard to any deduction for charitable contributions). The corporation has a
net operating loss carryover from 1959 of $80,000. In the absence of the net
operating loss deduction the corporation would have been allowed a deduction
for charitable contributions of $4,000 (5 percent of $80,000). After the appli-
cation of the net operating loss deduction the corporation is allowed no deduc-
tion for charitable contributions, and there is a tentative charitable contribution
carryover of $10,000. For purposes of determining the net operating loss carry-
over to 19861 the corporation computes its taxable income for its prior taxable
year 1960 under section 172(b) (2) by deducting the $4,000 charitable contribu-
tion., Thus, after the $80,000 net operating loss carryover is applied against
the $76,000 of taxable income for 1960 (computed in accordance with section
172(b) (2)), there remains a $4,000 net operating loss carryover to 1961. Since
the application of the net operating loss carryover of $80,000 from 1959 reduces
the taxable income for 1960 to zero, no part of the $10,000 of charitable contri-
butiong in that year is deductible under section 170 (b) (2). However, in deter-
mining the amount of the allowable charitable contributions carryover to the
taxable years 1961 and 1962, the $10,000 must be reduced by the portion thereof
($4,000) which was used to reduce taxable income for 1960 (as computed for
purposes of the second sentence of section 172(b) (2)) and which thereby served
to increase the net operating loss carryover to 1961 from zero to $4,000.

Par. 5. Paragraph (a) of § 1.673(b)—-1 is revised to read as follows:

§1.673(b)-1 INCOME PAYABLE To CHARITABLE BENEFICIARIES.— (a) Pursuant
to section 673(b) a grantor is not treated as an owner of any portion of a trust
under section 673, even though he has a reversionary interest which will take
effect within 10 years, to the extent that, under the terms of the trust, the income
of the portion is irrevocably payable for a period of at least 2 years (commencing
with the date of the transfer) to a designated beneficiary of the type described
in section 170(b) (1) (A).

Par. 6. Paragraph (c) of § 1.681(a)-2 is revised to read as follows:

§1.681(a)-2 LIMITATION ON CHARITABLE CONTRIBUTIONS DEDUCTION OF TRUSTS
WITH TRADE OR BUSINESS INCOME.

L * Ed L * * *

(c) Ezaomples. (1) The application of this section may be illustrated by the
following examples, in which it is assumed that the Y charity is not a charitable
organization qualifying under section 170(b) (1) (A) (see subparagraph (2) of
this paragraph) :

¥ * % * % %
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(2) If, in the examples in subparagraph (1) of this paragraph, the Y charity
were a charitable organization qualifying under section 170(b) (1) (A), then the
deduction allowable under section 512(b) (11) would be computed at a rate of
30 percent.

Par. 7. Subparagraph (1) of paragraph (a) of §1.681(b)-1 is
revised to read as follows:

§1.681 (b)-1 LiMITATION 0N CHARITABLE CONTRIBUTIONS DEDUCTION OF TRUSTS
I'NGAGED IN PROHTIBITED TRANSACTIONS.—(a) In general.— (1) If a trust has
engaged in a “prohibited transaction,” the charitable contributions deduction
which would otherwise be allowable to the trust under section 642 (c¢) is limited
by‘ section 681(b) (1) to 20 percent of the taxable income of the trust (computed
without any charitable contributions deduction), except that an additional
deduction of up to 10 percent of such taxable income is allowed for amounts
actually paid to organizations qualifying under section 170(b) (1) (A). There
is no requirement that amounts subject to the 20-percent limitation be actually
paid, if they are set aside or are to be used exclusively for charitable or other
purposes so that they would be deductible under section 642(c).

Par. 8. Paragraph (b) of § 1.681(c)—1 is revised to read as follows:

§ 1.681(¢c)-1 LIMITATION ON CHARITABRLE CONTRIBUTIONS DEDUCTION OF TRUSTS
ACCUMULATING INCOME.

#* ® * * * * *

(b) Eatent of limitation.—If a trust is subject to the limitations of section
681(c) for any taxable year, the charitable deduction which would otherwise be
allowable to the trust under section 642(¢) is limited to amounts actually paid
out during the taxable year, and is limited to 20 percent of the taxable income of
the trust (computed without any charitable deduction), except that an additional
deduction of up to 10 percent of such taxable income is allowed for amounts
actually paid to organizations qualifying under section 170(b) (1) (A).

Par. 9. Paragraph (b) of § 1.702-1 is revised to read as follows:

§ 1.702-1 IncoME AND CREDITS OF PARTNER.

ES & % k] * % *

(b) Character of items constituting distributive share—The character in the
hands of a partner of any item of income, gain, loss, deduction, or credit described
in section 702(a) (1) through (8) shall be determined as if such item were
realized directly from the source from which realized by the partnership or in-
curred in the same manner as incurred by the partnership. For
example, a partner’s distributive share of gain from the sale of depreciable
property used in the trade or business of the partnership shall be considered as
gain from the sale of such depreciable property in the hands of the partner.
Similarly, a partner’s distributive share of partnership “hobby losses” (section
270) or his distributive share of partnership charitable contributions to organiza-
tions qualifying under section 170(b) (1) (A) retains such character in the hands
of the partner.

(This Treasury Decision is issued under the authority contained
in section 7805 of the Internal Revenue Code of 1954 (68A Stat. 917;
26 U.S.C. 7805).)

Wirtniam H. Logs,
Acting Commissioner of Internal Revenue.

Approved August 9, 1962.
StanLEY S. SURREY,
Assistant Secretary of the Treasury.

(Filed by the Division of the Federal Register on August 14, 1962, 8:52 a.m.,
and published in the issue of the Federal Register for August 15, 1962, 27
F.R. 8093)

674924°—63——T7
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26 CFR 1.170-1: Charitable, etc., contributions and gifts; allowance
of deduction.

Contributions to a church missionary fund which makes payments
to the taxpayer’s missionary son. See Rev. Rul. 62-113, page 10.

SECTION 171.—AMORTIZABLE BOND PREMIUM
96 CFR 1.171-1: Amortizable bond premium. Rev. Rul. 62-127*

The Internal Revenue Service will follow the decision of the United
States Court of Appeals for the Sixth Circuit in Herbert ITumphreys
et ux. v. Commissioner, 301 Fed. (2d) 83 (1962), reversing T.C. Memo.
1961-9, with respect to the issue whether taxpayers are entitled to an
amortizable bond premium deduction under section 171 of the Internal
Revenue Code of 1954 where the purchase of bonds did not have an
investment purpose. The decision in the Humphreys case is in accord
with an earlier decision of the Seventh Circuit in Maysteel Products,
Inc. v. Commissioner, 287 Fed. (2d) 429 (1961), and cases in other
Circuits. 'The issue involved will not be further litigated.

It should be noted, however, that the decision not to further litigate
in the specific situation above described in no way affects the position
of the Service that a transaction, in general, will not be recognized for
tax purposes if it is a sham or otherwise lacks economic reality.

PART VII—ADDITIONAL ITEMIZED DEDUCTIONS FOR INDIVIDUALS

SECTION 212—EXPENSES FOR PRODUCTION OF
INCOME

26 CFR 1.212-1: Nontrade or nonbusiness expenses.

Fees paid to wife’s attorney for tax advice in connection with divorce
and property settlement. See Ct. D. 1873, page 15.

SECTION 213.—MEDICAL, DENTAL, ETC., EXPENSES

26 CFR 1.213: Statutory provisions; T. D. 66042
medical, dental, etc., expenses

TITLE 26—INTERNAL REVENUE.-—CHAPTER I, SUBCHAPTER A, PART 1.—
INCOME TAX; TAXABLE YEARS BEGINNING AFTER DECEMBER 31, 1953

Amendment of regulations under section 213 of the Internal
Revenue Code of 1954, relating to the deduction for medical, dental,
ete., expenses.

1 Based on Technieal Information Release 390, dated July 6, 1962,
¢ lel((elI))u})lliatwtn of g_his Trsafsury Dﬁcision in 27 F.R. 6972, dated July 24, 1962, con-
ains instructions for modifying the notice of proposed rulemaking published in 26
F.R. 10449, dated November 4, 1961, and (2) the full context of the regulations with
such modifications. As here published, the Treasury Decision reflects the full context
of such regulations, with modifications. The individual instructions have been omitted.
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DerarTMENT OF TiE TREASURY,
Orrice oF THE COMMISSIONER OF INTERNAL REVENUE,
Washington 25, D.C.

T'o Officers and Employees of the Internal Revenue Service ond Others
Concerned :

On November 4, 1961, notice of proposed rulemaking regarding
amendment of the Income Tax Regulations under section 213 of the
Internal Revenue Code of 1954, relating to the deduction for medical,
dental, etc., expenses, to conform to section 3 of the Act of May 14,
1960 (Public Law 86-470, 74 Stat. 133 [C.B. 1960-1,800]), and to
clarify the tax treatment under section 213 of certain capital expendi-
tures, was published in the Federal Register (26 F.R. 10449). After
consideration of all such relevant matter as was presented by interested
persons, the following amendment of the regulations is hereby adopted.

Paragrarm 1. Section 1.213 is amended by revising subsection (a)
of section 213 and by revising the historical note at the end thereof.
These revised provisions read as follows:

§1.213 STATUTORY PROVISIONS; MEDICAL, DENTAL, ETC., EXPENSES
SEC. 213, MEDICAL, DENTAL, ETC., EXPENSES.

(a) ALLOWANCE oF DEDUOTION.—There shall be allowed as a deduc-
tion the following amounts of the expenses paid during the taxable year,
not compensated for by insurance or otherwise, for medical care of the
taxpayer, his spouse, or a dependent (as defined in section 152) :

(1) If neither the taxpayer nor his spouse has attained the age
of 65 before the close of the taxable year—
(A) The amount of such expenses for the care of any de-
pendent who—
(i) Is the mother or father of the taxpayer or of his
spouse, and
(ii) Has attained the age of 65 before the close of the
taxable year, and
(B) The amount by which such expenses for the care of the
taxpayer, his spouse, and such dependents (other than any de-
pendent described in subparagraph (A)) exceed 3 percent of
the adjusted gross income.
(2) If either the taxpayer or his spouse has attained the age of
65 before the close of the taxable year—
(A) The amount of such expenses for the care of the tax-
payer and his spouse,
(B) The amount of such expenses for the care of any de-
pendent described in paragraph (1) (A), and
(C) The amount by which such expenses for the care of
such dependents (other than any dependent described in para-
graph (1) (A) exceed 3 percent of the adjusted gross income.
* * = % * * *
[See, 213 as amended by secs. 16 and 17, Technical Amendments Act
1958 (72 Stat. 1613) [P.L. 85-866 C.B. 1958-3, 254]; sec. 3, Act of
May 14, 1960 (Pub. Law 86-470, 74 Stat, 133) [C.B. 1960-1, 8001]

Par. 2. Section 1.213-1 is amended by revising subdivision (i) of
subparagraph (3) and subparagraph (4) of paragraph (a), revising
subparagraph (2) of paragraph (b), and revising subdivision (iii) of
subparagraph (1) of paragraph (e). As amended, these provisions
read as follows:

§1.213-1 MEeDICAL, DENTAL, ETC., EXPENSES.—(a) Allowance of deduction. * * *

(3) (i) For medical expenses paid (including expenses paid for medicine and
drugs) to be deductible, they must be for medical care of the taxpayer, his

spouse, or a dependent of the taxpayer and not be compensated for by insurance
or otherwise. Expenses paid for the medical care of a dependent, as defined in
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gection 152 and the regulations thereunder, are deductible under this section
even though the dependent has gross income of $600 or more for the ta_Xf‘lble
year. Where such expenses are paid by two or more persons and t!le conditions
of section 152(c) and the regulations thereunder are met, the medical expenses
are deductible only by the person designated in the multiple support agreement
filed by such persons and such deduction is limited to the amount of medical
expenses paid by such person.
® * E * * * *

(4) (i) Where either the taxpayer or his spouse has attained the age of‘65
before the close of the taxable year, the 3-percent limitation on the deduction
for medical expenses does not apply with respect to expenses for medical care
of the taxpayer or his spouse. Moreover, for taxable years beginning after
December 31, 1959, the 3-percent limitation on the deduction for medical expenses
does not apply to amounts paid for the medical care of a dependent (as defined
in section 152) who is the mother or father of the taxpayer or of his spouse
and who has attained the age of 65 before the close of the taxpayer’s taxable
year. Whether or not the 3-percent limitation applies, all amounts paid by
the taxpayer for medicine and drugs are subject to the 1-percent limitation
provided by section 213(b) and paragraph (b) of this section, and the total
medical expenses deductible under section 213 are subject to the limitations
described in section 213(c¢) and paragraph (c) of this section and, where ap-
plicable, to the limitations described in section 213(g) and §1.213-2.

(ii) The age of a taxpayer shall be determined as of the last day of his
taxable year. In the event of the taxpayer’s death, his taxable year shall end as
of the date of his death. The age of a taxpayer’s spouse shall be determined
as of the last day of the taxpayer’s taxable year, except that, if the spouse dies
within such taxable year, her age shall be determined as of the date of her
death, Likewise, the age of the taxpayer’s dependent who is the mother or
father of the taxpayer or of his spouse shall be determined as of the last day
of the taxpayer’s taxable year but not later than the date of death of such
dependent.

(iii) The application of subdivision (i) of this subparagraph may be illustrated
by the following examples:

Ed ¥ * £ B * *

Ezample (3). D and his wife, E, made a joint income tax return for the
calendar year 1960, and reported adjusted gross income of $30,000. On Decem-
ber 13, 1960, D attained the age of 63. During the year 1960, D's father, F, who
was 87 years of age, received over half of his support from, and was a dependent
(as defined in section 152) of, D. However, D could not claim an exemption
under section 151 for F because F had gross income from rents in 1960 of $800.
D paid the following medical expenses in 19G0, none of which were compensated
for by insurance or otherwise: Hospital and doctor bills for D and E, $3,500;
hospital and doctor bills for F, $2,850; medicine and drugs for D and E, $225,
and for T, $225. Since none of the medical expenses are subject to the 3-percent
limitation, the amount of medical expenses to be taken into account (before
computing the maximum deduction) is $6,500, computed as follows:

Hospital and doctor bills—for D and E
Hospital and doctor bills—for F
Medicine and drugs—for D and E
Medicine and drugs—for F

Total medicine and drugs__ oo ____________________ 450

Less: 1 percent of adjusted gross income ($30,000)_________ 300
Allowable expenses for medicine and drugs___________________________ 150
Total medical expenses taken into account_ - 6, 500

Since an exemption cannot be claimed for F on the 1960 return of D and E, their
(.ledpction for medical expenses (assuming that section 213(g) does not apply)
is limited to $5,000 for that year ($2,500 multiplied by the two exemptions al-
lowed for D and E under section 151(b)). See paragraph (c¢) of this section.
'Ewample (4). Assume the same facts in Example (3), except that D fur-
msl}ed the entire support of his father’s twin sister, G, who had no gross income
during 1960 and for whom D was entitled to a dependency exemption. In addi-
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tion, D paid $2,200 to doctors and hospitals during 1960 for the medical care of
G. No part of the $2,200 was for medicine and drugs, and no amount was
compensated for by insurance or otherwise. For purposes of the maximum
limitation under section 213(c), the maximum deduction for medical expenses
on the 1960 return of D and E is limited to $7,500 ($2,500 multiplied by 3, the
number of exemptions allowed under section 151, exclusive of the exemptions
for old age or blindness). The medical expenses to be taken into account by
D and E for 1960 and the maximum deductions allowable for such expenses
are $7,800 and $7,500, respectively, computed as follows:

Medical expenses per example (8) -c—ee $6, 500
Add: Expensespaid for G $2, 200

Less: 3 percent of adjusted gross income ($30,000) ______ 900 1,300
Total medical expenses taken into account__________________________. 7,800
Maximum deduction for 1960 ($2,500 multiplied by 3 exemptions) ———_._ 7, 500

Medical expenses not deductible______ - — — $300

(b) Limitation with respect to medicine and drugs. * * *

(2) The 1-percent limitation ig applicable to all amounts paid by a taxpayer
during the taxable year for medicine and drugs. Moreover, this limitation
applies regardless of the fact that the amounts paid are for medicine and drugs
for the taxpayer, his spouse, or dependent parent (the mother or father of the
taxpayer or of his spouse) who has attained the age of 65 before the close of the
taxable year. In a case where either a taxpayer or his spouse has attained the
age of 65 and the taxpayer pays an amount in excess of 1 percent of adjusted
gross income for medicine and drugs for himself, his spouse, and his dependents,
it is necessary to apportion the 1 percent of adjusted gross income (the portion
which is not taken into account as expenses paid for medical care) between the
taxpayer and his spouse on the one hand and his dependents on the other.
The part of the 1 percent allocable to the taxpayer and his spouse is an amount
which bears the same ratio to 1 percent of his adjusted gross income which
the amount paid for medicine and drugs for the taxpayer and his spouse bears to
the total amount paid for medicine and drugs for the taxpayer, his spouse, and
his dependents. The balance of the 1 percent shall be allocated to his depend-
ents. The amount paid for medicine and drugs in excess of the allocated part
of the 1 percent shall be taken into account as payments for medical care for the
taxpayer and his spouse on the one hand and his dependents on the other,
respectively. A similar apportionment must be made in the case of a dependent
parent (65 years of age or over) of the taxpayer or his spouse. The application
of this subparagraph may be illustrated by the following example:

% % " % * % *

(e) Definitions— (1) General. * *

(iii) Capital expenditures are generally not deductible for Federal income
tax purposes. See section 263 and the regulations thereunder. However, an
expenditure which otherwise gqualifies as 2 medical expense under section 213
shall not be disqualified merely because it is a capital expenditure. For pur-
poses of section 213 and this paragraph, a capital expenditure made by the
taxpayer may qualify as a medical expense, if it has as its primary purpose
the medical care (as defined in subdivisions (i) and (ii) of this subparagraph)
of the taxpayer, his spouse, or his dependent. Thus, a capital expenditure
which is related only to the sick person and is not related to permanent improve-
ment or betterment of property, if it otherwise gualifies as an expenditure for
medical care, shall be deductible; for example, an expenditure for eye glasses,
a seeing eye dog, artificial teeth and limbs, a wheel chair, crutches, an in-
clinator or an air conditioner which is detachable from the property and
purchased only for the use of a sick person, etc. Moreover, a capital expendi-
ture for permanent improvement or betterment of property which would not
ordinarily be for the purpose of medical care (within the meaning of this
paragraph) may, nevertheless, qualify as a medical expense to the extent that
the expenditure exceeds the increase in the value of the related property, if
the particular expenditure is related directly to medical care. Such a situa-
tion could arise, for example, where a taxpayer is advised by a physician to
install an elevator in his residence so that the taxpayer’s wife who is afllicted
with heart disease will not be required to climb stairs., If the cost of install-
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ing the elevator is $1,000 and the increasge in the value of the resi_dence is
determined to be only $700, the difference of $300, which is the amount in excess
of the value enhancement, is deductible as a medical expense. If, hqwever, by
reason of this expenditure, it is determined that the value of the remdenqe has
not been increased, the entire cost of installing the elevator would qualify as
a medical expense.

(This Treasury Decision is issued under the authority contained
in section 7805 of the Internal Revenue Code of 1954 (68A Stat. 917;
26 U.S.C. 7805).)

Mortiaer M. CarLIN,
Commissioner of Internal Revenue.

Approved July 17, 1962.

StaNLEY S. SURREY,
Assistant Secretary of the Treasury.

(Filed by the Division of the Federal Register on July 17, 1962, 8:47 a.m., and
published in the issue of the Federal Register for July 24, 1962, 27 F.R. 6972)

26 CFR 1.218-1: Medical, dental, Rev. Rul. 62-189
etc., expenses.

Where a taxpayer has been advised by a physician that a wig
is essential to the mental health of his daughter who has lost all of
her hair as a result of disease, the taxpayer may deduct the cost of
the wig as a medical expense, subject to the limitations prescribed
in section 213 of the Internal Revenue Code of 1954.

Revenue Ruling 55-261, item 16, C.B. 1955-1, 307, at 312, dis-
tinguished.

Advice has been requested whether the cost of a wig acquired for
a daughter who has lost all of her hair as a result of disease is de-
ductible as a medical expense.

In the instant case the taxpayer’s daughter was afflicted with a dis-
ease which, in a few years, caused her to lose all of her hair, including
her eyebrows and eyelashes. This condition was having a marked
effect upon her mental health. The taxpayer sought the advice of her
doctor, and the doctor prescribed a wig in the belief that it would be
essential to her mental health. On the basis of such advice, the tax-
payer purchased a wig for her.

Section 218(a) of the Internal Revenue Code of 1954 allows as a
deduction expenses paid during the taxable year, not compensated
for by insurance or otherwise, for medical care of the taxpayer, his
spouse, or a dependent, subject to certain limitations.

Section 1.213-1(e) (1) (it) of the Income Tax Regulations provides,
in part, that deductions for expenditures for medical care allowable
under section 218 will be confined strictly to expenses incurred pri-
marily for the prevention or alleviation of a physical or mental defect
or illness,

The facts in the instant case are distinguishable from those under-
lying the conclusion reached in item 16 of Revenue Ruling 55-261,
C.B. 1955-1, 307, at page 312, in which it was held that wigs and other
named items are personal expenses. Such conclusion is applicable
where the facts disclose that the expenditures for such items are made
for the preservation of general health or for the alleviation of physical
or mental discomfort which is unrelated to some particular disease



89 [§ 216.

or defect. In the instant case, however, the daughter’s doctor had
advised that the wig was essential to her mental health.

Accordingly, it is held that where a taxpayer has been advised by
a physician that a wig is essential to the mental health of his daugh-
ter who has lost all of her hair, the taxpayer may deduct the cost of
the wig as a medical expense, subject to the limitations prescribed in
section 213 of the Code.

Revenue Ruling 55-261, item 16, C.B. 1955-1, 307 at 312, distin-
guished.

Rev. Rul. 62210

The taxpayer’s son has a congenital defect which results in a severe
malocclusion of his teeth. An orthodontist recommended that the
child take lessons in playing a clarinet, as he considered continued
practice with this instrument therapeutic treatment towards alleviating
the specific condition. Held, an amount which does not exceed the
minimum cost of a clarinet of a quality sufficient to give effect to the
therapeutic treatment recommended by the orthodontist and the cost
of lessons necessary for the son to play the instrument to the degree
required to obtain the benefits of the treatment may qualify as medical
expenses within the meaning of section 213 of the Internal Revenue
Code of 1954. Such amounts paid are deductible by the taxpayer to
the extent provided in that section.

SECTION 215—ALIMONY, ETC., PAYMENTS
26 CFR 1.215-1: Periodic alimony, ete., payments.

Deduction by a husband of payments of wife’s medical and dental
expenses made pursuant to a decree or instrument of the type specified
in section 71(a) of the Code. See Rev. Rul. 62-106, page 21.

Treatment of payments made, under a court order, by a husband
to his wife during the period preceding their divorce, where the parties
were domiciled in a community property state. See Rev. Rul. 62-115,
page 23.

Allotment of pay of a member of the United States Army for sup-
port of his wife and children under court order. See Rev. Rul. 62—
187, page 27,

SECTION 216.—DEDUCTION OF TAXES, INTEREST, AND
BUSINESS DEPRECIATION BY COOPERATIVE HOUS-
ING CORPORATION TENANT-STOCKHOLDER

26 CFR 1.216-1: Amounts representing Rev, Rul. 62177
taxes and interest paid to cooperative
housing corporation.
(Also Section 164; 1.164-1.)
Tenant-stockholders of a cooperative housing corporation which

leased land and an apartment building erected thereon are not en-
titled to a deduction, under section 216 of the Internal Revenue Code
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of 1954, for their proportionate share of real estate taxXes on the
apartment building required to be paid by the corporation under
the terms of the lease, even though the estimated useful life of the
building is substantially shorter than the term of the lease.

Advice has been requested whether, under the circumstances below,
tenant-stockholders of a cooperative housing corporation are entitled
to a deduction under section 216 of the Internal Revenue Code of 1954
for their proportionate share of real estate taxes paid with respect to
an apartment building leased by the corporation, where the estimated
useful life of the building is substantially less than the term of the
lease and the lease agreement required that the corporation pay such
taxes.

A corporation has entered into an arms-length agreement to lease
a parcel of land and the existing apartment building thereon for a
period of seventy years. The estimated useful life of the building is
substantially shorter than the term of the lease. The lessee corporation
is a cooperative housing corporation within the meaning of section
216(b) (1) of the Code and its stockholders are tenant-stockholders
within the meaning of section 216(b) (2). The lease obligates the
lessee to pay, in addition to the “annual rental” on the property,
all real estate taxes assessed against the land and building.

Section 216 of the Code provides that a tenant-stockholder in a
cooperative housing corporation shall be allowed a deduction for
amounts paid or accrued to the corporation within his taxable year
representing his proportionate share of real estate taxes paid or
incurred by the corporation. To be proportionately deductible by
the tenant-stockholders, such taxes must be allowable as a deduction
to the corporation under section 164 of the Code.

Section 1.162-11(a) of the Income Tax Regulations provides, in
part, that taxes paid by a tenant to or for a landlord for business
property constitute additional rents deductible by the tenant as an
ordinary and necessary business expense only in connection with
the carrying on of a trade or business. Such additional rent is tax-
able income to the landlord, who may deduct the amount of taxes
pursuant to section 164.

Section 164(a) of the Code provides that, as a general rule, there
shall be allowed as a deduction taxes paid or accrued within the
taxable year.

Section 1.164-1 of the Income Tax Regulations states, in part, as
follows:

Deduction for taxes.—Except as otherwise provided in this section and in sec-
tions 1.164-2 to 1.164-8, inclusive, taxes imposed by the United States, any State,
* % % or a political subdivision of any of the foregoing, * * * are deductible

from gross income for the taxable year in which paid or accrued * * * In
general, taxes are deductible only by the person upon whom they are imposed.

In the case of Offutt Housing Company v. County of Sarpy et al,
351 U.S. 2563 (1956), a lessee of a tract of land from the Federal
Government for a term of seventy-five years erected improvements on
the land which had an estimated useful life of thirty-five years.
The lease provided that the buildings and improvements should
become part of the real estate and that, upon expiration or termina-
tion of the lease, all improvements made upon the leased premises
would remain the property of the Government without compensation.
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The lessee was required to pay a nominal rental on the land. The
Supreme Court of the United States held that the lessee-petitioner
was required to pay state and local personal property taxes on the
improvements. It was the view of the Court that while the Govern-
ment had technical ‘title to the improvements it was only a “paper
title,” and that the petitioner was subject to being taxed on his lessee’s
interest. That interest was viewed as being the entire worth of the
improvements.

The rationale of the Offutt Housing Company case is not applicable
to the instant case because, here, the lessor of the property was
entitled to receive a substantial benefit from the improvements, over
the term of the lease, in the form of rent. Thus, even though the
useful life of the improvements on the leased property is substan-
tially shorter than the term of the lease, it cannot reasonably be main-
tained that the lessee corporation was entitled to the sole enjoyment
of the entire worth of the improvements. -

It is also clear that the payment of the real estate taxes by the les-
see corporation is a part of the price exacted by the lessor for the use or
enjoyment of the leased premises. Payment of such amounts is the
equivalent of the payment of rent, the deduction of which is not
allowable under section 164 of the Code. And, since such amounts
are not allowable as a deduction under that section of the Code, the
requirements contained in section 216 of the Code for deduction by
tenant-stockholders of the lessee corporation have not been met.

Accordingly, it is held that, since payments made by the lessee cor-
poration in the instant case with respect to the real estate taxes on the
leased property are not allowable to the corporation as a deduction un-
der section 164 of the Code, tenant-stockholders of the corporation
are not entitled to a deduction for their proportionate share of
amounts paid by the corporation with respect to such real estate taxes.

(Also Sections 163, 164; 1.163-1, 1.164-1.) Rev. Rul. 62-178

A cooperative housing corporation, which leases land and con-
structs thereon at its own expense an apartment building with an
estimated useful life substantially shorter than the terms of the
lease, may deduct, under section 164 of the Internal Revenue Code
of 1954, real estate taxes it pays or incurs with respect to the build-
ing pursuant to the terms of the ground lease, even though legal
title to the building is vested in the lessor of the land. The co-
operative may also deduct, under section 163, interest which it pays
or incurs on the indebtedness which it contracts to finance the con-
struction of the building. Consequently, the tenant-stockholders of
the cooperative may deduct amounts which they pay to the corpora-
tion representing their proportionate shares of such taxes and in-
terest, provided they do not elect to use the standard deduction or
the optional tax table.

Advice has been requested as to the deductibility of amounts rep-
resenting certain real estate taxes and interest paid to a cooperative
housing corporation by its tenant-stockholders under the circum-
stances described below.

A corporation leased a parcel of land for a term of 99 years and
erected thereon an apartment building having an estimated life of 50
years. The lease provides that any and all buildings and improve-
ments placed on the land by the corporation shall, as soon as erected
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or installed, be and become property of the landlord and, at the end
of the term, shall be surrendered to the landlord. Under the terms
of the lease, the corporation is required to pay all real estate taxes
imposed upon the building by any governmental authority. T. he cor-
poration qualifies as a cooperative housing corporation under sec-
tion 216(1()5 (1) of the Internal Revenue Code of 1954 and the stock-
holders qualify as tenant-stockholders under section 216(b) (2) of the
Code.

During the taxable year, the corporation paid real estate taxes with
respect to the building and interest on its indebtedness contracted to
erect the building. In turn, each tenant-stockholder of the corpora-
tion made rental payments to the corporation which included his
proportionate share of the aforementioned taxes and interest paid by
the corporation on a mortgage given in connection with the con-
struction of the building. ]

The specific issue in this case is whether the tenant-stockholders
may deduct, under section 216 of the Code, the amounts they paid to
the corporation during the taxable year which represent their pro-
portionate shares of the interest and the real estate taxes paid by the
corporation with respect to the building. )

ection 216(a) of the Code, relating to the deduction of taxes and
interest paid to cooperative housing corporations, provides as fol-
lows:

(a) ALLowaNcE oF DeEpuctioN.—In the case of a tenani-stockholder (as de-
fined in subsection (b) (2)), there shall be allowed as a deduction amounts (not
otherwise deduectible) paid or accrued to a cooperative housing corporation with-
in the taxable year, but only to the extent that such amounts represent the
tenant-stockholder’s proportionate share of—

(1) the real estate taxes allowable as a deduction to the corporation un-
der section 164 which are paid or incurred by the corporation on the houses
or apartment building and on the land on which such houses (or building)
are situated, or

(2) the interest allowable as a deduction to the corporation under sec-
tion 163 which is paid or incurred by the corporation on its indebtedness
contracted— |

(A) in the acquisition, construction, alteration, rehabilitation, or
maintenance of the houses or apartment building, or

(B) in the acquisition of the land on which the houses (or apart-
ment building) are sitnated.

Since the cooperative is directly liable on the loan procured to
finance the construction of the building, it is clear that it is entitled to
deduct, under section 163(a), interest paid or accrued with respect to
the loan. See Rev. Rul. 58-129, C.B. 1958-1, 93.

Section 164(a) of the Code provides, in substance, that there shall
be allowed as a deduction in computing taxable income, taxes paid or
accrued within the taxable year.

Section 1.164-1 of the regulations provides, in part, that in general
taxes are deductible only by the person upon whom they are imposed.

Generally, taxes paid by a tenant to or for the landlord for busi-
ness property constitutes “additional rent” deductible by the tenant
as a business expense under section 162 of the Code, rather than as
“taxes” under section 164 of the Code, since the obligation to pay the
taxes is that of the landlord and not of the tenant. See section 1.162-
11 of the regulations.

However, the facts of the instant case, with respect to the building,
distinguish it from the usual sitnation where a tenant is required to
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pay taxes on leased property. In the instant case, the lessor re-
celves no rental income attributable to the building, and the useful
life of the building which the lessee erected with its own funds is
substantially shorter than the term of the lease. Under these circum-
stances the enjoyment of the entire worth of the building is in the co-
operative lessee, and in consequence the cooperative may be treated as
owner of the building for purposes of section 164. See, Ofutt Hous-
ing Company v. County of Sarny, 351 U.S. 253 (1956). Thus, to the
extent that the corporation pays the taxes upon the value of the build-
ing, it is paying taxes upon its own property which are deductible
under section 164 of the Code.

Accordingly, it is held that the interest and taxes, in the instant
case, are allowable as deductions to the corporation under sections
163 and 164 of the Code, respectively. Since the corporation qualifies
as a cooperative housing corporation under section 216(b) (1) of the
Code, and the stockholders qualify as tenant-stockholders under sec-
tion 216 (b) (2) of the Code, the tenant-stockholders of the corporation
are entitled to deduct, under section 216({a) of the Code, the amounts
they paid to the corporation during the taxable year which represent
their proportionate shares of such interest and taxes, provided they
do not elect to use the standard deduction or the optional tax table.

PART IX.—ITEMS NOT DEDUCTIBLE

SECTION 262.—PERSONAL, LIVING, AND FAMILY
EXPENSES

26 CFR 1.262-1: Personal, living,
and family expenses.

Cost of uniforms of a cadet at the United States Coast Guard
Academy. See Rev. Rul. 62-122, page 12.

Fees paid to wife’s attorney for tax advice in connection with
divorce and property settlement. See Ct. . 1873, page 15.

SUBCHAPTER C.—CORPORATE DISTRIBUTIONS AND ADJUSTMENTS
PART L—DISTRIBUTIONS BY CORPORATIONS

Subpart A.—Effects on Recipients

SECTION 301.—DISTRIBUTIONS OF PROPERTY

26 CFR 1.301-1: Rules applicable with respect
to distributions of money and other property.

The effective date of a distribution made by a corporation to a share-
holder. See Rev. Rul. 62-131, page 94.
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Subpart B.—Effects on Corporation

SECTION 312—EFFECT ON EARNINGS AND PROFITS

26 CFR 1.312-6 : Earnings and profits.

A computation made by a corporation for the purpose of dividend
payments. See Rev. Rul. 62-131, below.

Subpart C.—Definitions; Constructive Ownership of Stock

SECTION 316—DIVIDEND DEFINED

26 CFR 1.316-1: Dividends. Rev. Rul. 62-131
(Also Sections 301, 312; 1.301-1, 1.312-6.)
(Also Part II, Sections 115(a), 115(b);

Regulations 118, Sections 39.115(a)-1,

39.115(b)-1.)

The date of payment, rather than the date of declaration, constitutes
the date of distribution of a dividend. Accordingly, the taxable status
of a distribution and its effect on the earnings and profits of the de-
claring corporation will be determined by veference to the earnings
and profits of the corporation for the corporation’s taxable year of
payment, if the distribution is out of current earnings and profits,
or on the date of payment, if the distribution is out of accumulated
earnings and profits. For sources of distributions in general, see
section 1.316-2 of the Income Tax Regulations,

SECTION 318.—CONSTRUCTIVE OWNERSHIP OF STOCK
26 CFR 1.318: Statutory provisions
constructive ownership of stock.

Information to be furnished by individuals, domestic corporations,
etc., with respect to certain foreign corporations. See T.D. 6621,
page 288.

PART JIL—CORPORATE ORGANIZATIONS AND REORGANIZATIONS

Subpart A.—Corporate Organizations

SECTION 351.—TRANSFER TO CORPORATION
CONTROLLED BY TRANSFEROR

26 CFR 1.351: Transfer to corporation controlled
by transferor.

A transfer by an individual business (or a partnership) to a corpo-
ration. See Rev. Rul. 62-128, page 139,
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For the tax treatment of a transfer to a controlled corporation fol-

{)mived by successive section 355 spin-off. See Rev. Rul. 62-138,
elow.

Subpart B.—Effects on Shareholders and Security Holders

SECTION 355.—DISTRIBUTION OF STOCK AND SECURI-
TIES OF A CONTROLLED CORPORATION

26 CFR 1.355-2: Limitations. Rev. Rul. 62-138
(Also Section 3513 1.351-1.)

‘Where pursuant to a prearranged plan a corporation, engaged
in the active conduct of two separate businesses for more than five
years, transfers one of the businesses to a new corporation and dis-
tributes the stock of the new corporation to its sole shareholder,
a corporation also engaged in the active conduct of a separate
business for more than five years, and that corporation in turn
distributes the stock of the new corporation te its shareholders,
each such distribution comes within the provisions of section 355
of the Internal Revenue Code of 1954.

Adyice has been requested whether, under a single plan, successive
distributions of the stock of a corporation, first by a subsidiary to its
parent corporation and then by the parent corporation to its share-
holders, come within the purview of section 355 of the Internal
Revenue Code of 1954.

A banking corporation, actively engaged in the banking business
for a period of more than five years, also owned all of the outstanding
stock of a realty corporation acquired more than five years ago. The
realty corporation owned and operated four parcels of developed
realty which it used in the active conduct of several rental businesses
for a period of more than five years. Two of these parcels are con-
tiguous and the buildings thereon, being physically connected, are
operated as an integrated unit. The banking corporation has its
offices on the first floor of one of these buildings; the other floors, some
ten in all, are leased to business and professional concerns. The re-
maining two parcels are located in other areas of the same city and
contain residential apartment buildings. These two parcels were
operated as a separate rental business.

Because operation of the apartment buildings was totally unrelated
to the banking corporation’s activities, the banking regulatory au-
thorities advised the banking corporation to divest itself of this
holding. Since the sale of this realty was considered inadvisable for
business reasons, a plan was adopted under which the realty corpora-
tion would transfer the two apartment buildings to a newly created
subsidiary in exchange for all of its capital stock. Such stock then
would be distributed by the realty corporation to the banking corpo-
ration which, in turn, would distribute the stock of the new corpora-
tion to its shareholders.

This plan was consummated. At the time of the distribution, no
known intention existed on the part of the shareholders of the banking
corporation to sell, or otherwise dispose of, any part of their stock
interests or to dispose of any of the businesses conducted by the banking
corporation or its subsidiary.
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Section 351 of the Code provides, in substance, that no gain or loss
will be recognized on the transfer of property to a transferee corpora-
tion solely in exchange for its stock or securities where the transferor
is in “control” of the corporation immediately after the transfer.
Section 851(c) of the Code provides that, in determining control, the
fact that any corporate transferor distributes part or all of the stock
which it receives In the exchange to its shareholders shall not be taken
into account. )

Section 355 of the Code provides, in part, that where a corporation
distributes all of the shares of a “controlled corporation” to its share-
holders, with respect to its stock, and the transaction is not used
principally as a device for the distribution of earnings and profits, no
gain or loss will be recognized to the shareholders on receipt of the
stock if immediately after the distribution, both the distributing cor-
poration and the “controlled corporation” are engaged in the active
conduct of a trade or business.

Section 355(h) (2) of the Code provides, in substance, that a cor-
poration is deemed to be engaged in the active conduct of a trade or
business if such trade or business has been actively conducted by such
corporation throughout the five-year period preceding the distribution
or, during that period, was not acquired, directly or indirectly through
use of other corporations, in a transaction in which gain or loss was
recognized in whole or part.

Section 1.8355-2(¢) of the Income Tax Regulations provides, in part,
that the application of section 355 is limited to certain specified dis-
tributions with respect to the stock or securities of controlled cor-
porations incident to such readjustment of corporate structures as is
required by business exigencies and which, in general, effect only a
readjustment of continuing interests in property under modified cor-
porate forms. Section 855 contemplates a continuity of the entire
business enterprise under modified corporate forms and a continuity
of interest in all or part of such business enterprise on the part of
those persons who, directly or indirectly, were the owners of the enter-
prise prior to the distribution.

In the instant case the transfer of the two apartment buildings to
the newly created subsidiary in exchange for all of its stock is within
the purview of section 351 of the Code. This section is applicable
even though the transferor corporation distribuied, as part of an
integrated transaction, all or part of the shares received in the ex-
change to its shareholders. Moreover, it is immaterial whether such
distribution is taxable or nontaxable. See Senate Report No. 1622,
83d Cong., 2d Sess., 265 (1954).

Under the facts of this case, the successive distributions are each
within the purview of section 355 of the Code. In each case, the
active business requirement of that section is satisfied and the final
result both in respect to corporate separation and the distribution of
the stock, is justified by valid business purpose prompting the trans-
action. Thus, the remaining question is whether the transaction,
when viewed as a whole, meets the continuity-of-interest requirements
of section 355 of the Code.
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Section 355 of the Code specifically permits the pro rata distribution
of the stock of a subsidiary tax-free under certain circumstances.
In other words, it permits the removal of one corporate entity between
the shareholders and the business enterprise conducted by a controlled
subsidiary. Thus, the statute looks through corporate entities to the
underlying economic activities to permit a division of separate corpo-
rate businesses in realistic terms rather than in terms of a single
corporate entity. In line with this approach, section 1.355-2 of the
regulations provides, in part, that the continuity of interest contem-
plated is a continuity of ownership by those persons who, directly or
indirectly, were the owners of the enterprise prior to the distribution.

In the instant case, there is no change in the aggregate interests
held by the banking corporation’s shareholders, no new parties in in-
terest were added as a result of the transaction and none were elimi-
nated. The shareholders after the transaction held the same enter-
prises in modified corporate form as before the transaction and the
corporate enterprises were continued as such.

Based on the facts of this case, it is held that (1) under the provi-
sions of section 351 (a) and (c¢) of the Code, no gain or loss is recog-
nized to the realty corporation upon the transfer of the two apartment
buildings to the new corporation in exchange for all the stock of that
corporation; and (2) under section 355(a) (1) of the Code, no gain
or loss is recognized to either the banking corporation or its share-
holders upon receipt of the stock of the new corporation. Accordingly,
each shareholder’s basis in the stock of the banking corporation and
the stock of the new corporation held after the distribution is equal
to his basis in the stock of the banking corporation held immediately
prior to the distribution, allocated in proportion to the fair market
value of each of the stocks at the time of the distribution in accordance
with the provisions of section 358 of the Code.

Subpart D.—Special Rule; Definitions

SECTION 367—~FOREIGN CORPORATIONS
26 CFR 1.367-1: Foreign corporations.

Filing of a statement executed under the penalties of perjury. See
T.D. 6622, page 188.

SECTION 3868.—DEFINITIONS RELATING TO CORPO-
RATE REORGANIZATIONS

26 CFR 1.368-3: Records to be kept and
information to be filed with returns.

Copy of plan of reorganization and statement executed uuder the
penalties of perjury. See T.D. 6622, page 188.
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PART V.—CARRYOVERS

SECTION 882.—SPECIAL LIMITATIONS ON NET OPERAT-
ING LOSS CARRYOVERS

26 CFR 1.382(a) : Statutory provisions; T. D. 6616 *
special limitations on net operating
loss carryovers; purchase of a corpo-
ration and change in its trade or busi-
ness.
(Also Section 3943 1.394.)

TITLE 26—INTERNAL REVENUE.—CHAPTER I, SUBCHAPTER A, PART 1—INCOME
TAX ; TAXABLE YEARS BEGINNING AFTER DECEMBER 31, 1953

Regulations under sections 382 and 394 of the Internal Revenue
Code of 1954.

DrerarTMENT OF THE TREASURY,
Orricr or COMMISSIONER OF INTERNAL REVENTUE,
Washington 25, D.C.

To Officers and Employees of the Internal Revenue Service and Others

Concerned !

On December 28, 1960, notice of proposed rulemaking with respect
to regulations under sections 382 and 894 of the Internal Revenue Code
of 1954 (relating, respectively, to special limitations on net operating
loss carryovers and effective date of part V, subchapter C, chapter 1)
was published in the Federal Register (25 F.R. 18775). After con-
sideration of all such relevant matter as was presented by interested
persons regarding the rules proposed, the following regulations are
hereby adopted.

§ 1.382(a) Srtarvrory Provisions; Srecran LamiratioNs oN NEr
OrErATING Lioss CARRYOVERS ; PURCHASE OF A CORPORATION AND CITANGE
1N Its TRADE OR BUSINESS.

SEC. 882. SPECIAL LIMITATIONS ON NET OPERATING LOSS
CARRYOVERS.
(a) PURCHASE OF A CORPORATION AND CHANGE IN ITSs TRADE OR BUSI-
NESS.—
(1) In cENERAL—If, at the end of a taxable year of a corpora-
tion—

(A) Any one or more of those persons described in para-
graph (2) own a percentage of the total fair market value
of the outstanding stock of such corporation which is at least
30 percentage points more than such person or persons owned
at—

(i) The beginning of such taxable year, or

(i1) The beginning of the prior taxable year,

(B) The increase in percentage points at the end of
such taxable year is attributable to-—

(i) A purchase by such person or persons of such stock,
the stock of another corporation owning stock in such
corporation, or an interest in a partnership or trust owning
stock in such corporation, or

1The publication of this Treasury Decision in 27 F.R. 10733, dated November 3, 1962,
containg (1) instructions for modifying the notice of proposed rulemaking in 25 F.R.
13775, dated December 28, 1960, and (2) the full context of the regulations with such
modifications. As here published, the Treasury Decision reflects the full context of such
regulations, with modifications. The individual instruetions have been omitted.
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(ii) A decrease in the amount of such stock outstanding
or the amount of stock outstanding of another corporation
owning stock in such corporation, except a decrease re-
sulting from a redemption to pay death taxes to which
section 303 applies, and

(C) Such corporation has not continued to carry on a trade
or business substantially the same as that conducted before
any change in the percentage ownership of the fair market
value of such stock,

the net operating loss carryovers, if any, from prior taxable years
of such corporation to such taxable year and subsequent taxable
years shall not be included in the net operating loss deduction for
such taxable year and subsequent taxable years.

(2) DESCRIPTION OF PERSON OR PERSONS.—The person or persons
referred to in paragraph (1) shall be the 10 persons (or such lesser
number as there are persons owning the outstanding stock at the
end of such taxable year) who own the greatest percentage of the
fair market value of such stock at the end of such taxable year;
except that, if any other person owns the same percentage of such
stock at such time as is owned by one of the 10 persons, such per-
son shall also be included. If any of the persons are so related
that such stock owned by one ig attributed to the other under the
rules specified in paragraph (3), such persons shall be considered
as only one person solely for the purpose of selecting the 10 persons
(more or less) who own the greatest percentage of the fair market
value of such outstanding stock,

(3) ATTRIBUTION OF OWNERSHIP.—Section 318 (relating to con-
strictive ownership of stock) shall apply in determining the owner-
ship of stock, except that section 318(a)(2) (C) shall be applied
without regard to the 50 percent limitation contained therein.

(4) DEFINITION OF PURCHASE.—TFor purposes of this subsection
the term “purchase” means the acquisition of stock, the basis of
which is determined solely by reference to its cost to the holder
thereof, in a transaction from a person or persons other than the
person or persons the ownership of whose stock would be attributed
to the holder by application of paragraph (3).

§1.382(a)~1 Purcuase oF A CorroraTioN AND Crance N ITs
TrADE or BUsINESs.—(a) /n general.—(1) Section 382 (a) provides for
the complete elimination of the net operating loss carryovers of a cor-
poration (hereinafter called a “loss corporation”) if certain circum-
stances exist. In general, section 382(a) applies only if, at the end
of a loss corporation’s taxable year, there has been a change (occurring
in specified ways) since the beginning of such year, or since the be-
ginning of the prior taxable year, of at least 50 percent in the owner-
ship of the corporation’s outstanding stock (hereinafter called a
“change of ownership”), and only if the corporation has not con-
tinued to carry on substantially the same trade or business as that con-
ducted before such change. If section 382(a) is applicable at the
end of a taxable year, then the entire net operating loss carryovers
from prior taxable years of such corporation are excluded in com-
puting the net operating loss deduction for such taxable year and for
subsequent taxable years.

(2) For purposes of this section, (i) section 318(a) shall apply
in determining ownership of stock, except that section 318(a) (2) (C)
shall be applied without regard to the 50- -percent limitation contained
therein, and (ii) stock acquired by the exercise of an option shall be
considered as having been acquired on the date the option was acquired.
Thus, if A acquires on December 15, 1959, an option to purchase 50
percent of the outstanding stock of X Corporation and if A acquires

674924°—63——8
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the stock by exercising the option on January 15, 1961, A will be con-
sidered as having purchased the stock on December 15, 1959. )

(3) For the definition of the term “stock” as used in this section,
see § 1.382(c)-1. ) ) ) )

(b) Circumstances under which section 382(a) s applicable—
Section 382(a) applies if, at the end of a taxable year of a loss cor-
poration, all of the following circumstances exist:

(1) Any one or more of those persons described in paragraph (c)
of this section own, actually and constructively, a percentage of the
total fair market value of the outstanding stock of such corporation
which is at least 50 percentage points more than such person or persons
owned at the beginning of such taxable year or at the beginning of the
prior taxable year; ) )

2) The increase in percentage points referred to in subparagraph

1) of this paragraph is attributable to (i) a purchase or purchases
Eas defined in section 382(a) (4) and paragraph (e) of this section)
by the person or persons specified in subparagraph (1) of this para-

raph of such stock or the stock of another corporation owning stock
1n such loss corporation, (ii) the purchase or purchases by such person
or persons of an interest in a partnership or trust owning stock in such
loss corporation, (iii) a decrease in the amount of outstanding stock of
such loss corporation or in the amount of outstanding stock of another
corporation owning stock in such loss corporation, except a decrease

resulting from a redemption to pay death taxes to which section 303
applies, or (iv) a combination of the transactions described in sub-
divisions (i), (ii), and (iii) of this subparagraph; and

(8) The loss corporation has not continued to carry on a trade or
business substantially the same as that conducted before any increase
in percentage points described in subparagraph (2) of this paragraph.

(¢) Description of person or persons—(1) The persons specified
in paragraph (b) (1) of this section shall be the 10 persons who own,
actually and constructively, the greatest percentage of the fair market
value of the outstanding stock of a loss corporation at the end of a
taxable year (or such lesser number as there are persons owning the
outstanding stock at the end of such taxable year), except that if
any two or more persons own the same percentage of such stock and
it 18 necessary to include one such person in order to select the 10
persons, then all of such persons shall be included. Any such persons
so selected who are so related that stock owned by one is attributed to
another under the constructive ownership rule specified in paragraph
(a) (2) of this section shall be considered as only one person solely
for the purpose of selecting such 10 persons. Although considered
as one person for purposes of selecting such 10 persons, such related
persons are considered as separate persons for all other purposes of
section 382(a).

(2) In selecting the 10 persons (more or less) described in sub-
par&xgraph (1) of this paragraph, the following procedure shall be
used :

_ (i) First, determine those persons who own, actually and construc-
tively, stock of the loss corporation and determine the fair market
value of the stock owned, actually and constructively, by such persons.

(ii) Second, select from such persons the number of persons required
by the first sentence of subparagraph (1) of this paragraph.
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(iii) Third, if any of the persons so selected are so related that stock
of one is attributed to another under the rule specified in paragraph
(2) (2) of this section, such persons shall be considered as one person.

(iv) Fourth, if, as the result of considering two or more persons as
one person, the number of persons previously selected drops below
ten, additional persons shall be selected in the manner prescribed in
subdivision (ii) of this subparagraph.,

(v) Finally, if any such additional persons are related under the
rule specified in paragraph (a) (2) of this section to persons previously
selected, or to one another, then the principles of subdivisions (iii)
and (iv) of this subparagraph shall again be applied.

(3) The application of this paragraph may be illustrated by the
following example:

Frample. (i) Assume that the outstanding stock of a loss corpora-
tion (based on fair market value) is owned, actually and construc-
tively, at the end of a taxable year by the following individuals and
partnership:

Percentage of | Percentage of

Person stock actually | stock owned

owned actually and
constructively
A e 15 15
B (A’s wife) .. . 0 15
C (A’s 80N) _ _ - e ee-_ 0 15
D (A’sdaughter) . __ . ._. 0 15
GH (a partnership)_ .. 0 20
Bl 16 20
oo . 15 15
G (a 50 pereent partner in GH) ... ___________________ 10 15
H (a 50 percent partner in GH) 10 15
I.___ 5 5
J o . 5 5
Koo 5 5
L (E’s grandson) 4 4
________________________________________________ 4 4
N o 3 3
O e 2 2
P ___. 2 2
Q. 2 2
R e __ 2 2

(i1) The persons selected under subparagraph (2) (ii) of this para-
graph are the following 12 persons: A, B, C, D, partnership GH, E, F,
G, H, I, J, and K (I, J, and K must all be included because each owns
the same percentage of stock). However, A, B, C, and D are consid-
ered as one person for purposes of this paragraph because they are
related under the rule specified in paragraph (a)(2) of this section,
and G, H, and partnership GIT are considered as one person for the
same reason. Therefore, it is necessary to select three additional per-
sons, L, M, and N, in order to reach the required number of ten. How-
ever, since L is related to one of the persons previously selected, he
cannot be considered a separate person. It therefore becomes neces-
sary to select an additional person and since O, P, Q, and R each owns
the same percentage of stock, they all must be selected. Accordingly,
the 10 persons (more or less) who own the greatest percentage of the
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fair market value of the outstanding stock are individuals A through
R and partnership GH. o

(d) ‘Change of ownership—(1) The determination of whether a
change of ownership has occurred under section 382(a) is made as
of the close of a taxable year of a loss corporation. A “change of
ownership” has occurred only if the stock ownership of the 10 persons
(more or less) selected under paragraph (¢) of this section has in-
creased at least 50 percentage points during a prescribed period and
such increase is attributable to a transaction or transactions described
in section 382(a) (1) (B) and in paragraphs (e), (f), and (g) of this
section. The aggregate increase of at least 50 percentage points may
occur at any one time during the taxable year or during the prior
taxable year, or may take place in several transactions occurring dur-
ing such 2-year period. An increase of 50 percentage points 13 not
the same thing as an increase of 50 percent. Thus, a stockholder who
owns 4 percent of the fair market value of the stock of a corporation
and who increases his ownership to 6 percent has had a 50-percent
increase in ownership but an increase in percentage points of only 2.

(2) (i) It is unnecessary to determine whether a “change of owner-
ship” has occurred unless, as of the end of any taxable year (herein-
after called a “current taxable year”), the loss corporation has changed
its trade or business after the date of the first increase in percentage
points during such taxable year, or during the prior taxable year,
which would be taken into account under subparagraph (3) of this
paragraph in determining whether a ‘“change of ownership” has
occurred.

(i1) If, as of the end of the current taxable year, the loss corpora-
tion has changed its trade or business after the date of the first in-
crease in percentage points during such current year, then in deter-
mining whether a “change of ownership” has occurred it is first
necessary to compare ownership of the outstanding stock at the end of
the current taxable year with such ownership at the beginning of such
current taxable year. If a “change of ownership” has not occurred as
a result of such comparison, then it is necessary to compare ownership
of the outstanding stock at the end of the current taxable year with
such ownership at the beginning of the prior taxable year.

(iii) If, as of the end of the current taxable year, the loss corpora-
tion has not changed its trade or business after the date of the first
increase in percentage points during such current year, but the cor-
poration has changed its trade or business after the date of the first
Inerease in percentage points during the prior taxable year, then in
determining whether a ‘“change of ownership” has occurred it is
necessary to compare ownership of the outstanding stock at the end
of the current taxable year with such ownership at the beginning of
the prior taxable year.

(iv) For purposes of subdivisions (ii) and (iii) of this subpara-
graph, an increase in percentage points means only an increase in
percentage ownership which would be taken into account under sub-
paragraph (3) of this paragraph in determining whether a “change
of ownership” has occurred.

(v) A loss corporation has changed its trade or business during a
period between one date and another date only if, as of the later date,
the corporation has not continued to carry on a trade or business sub-
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stantially the same as that conducted immediately before the earlier
date. See paragraph (h) of this section for rules relating to change
in trade or business,

(3) In determining whether a “changs of ownership” has occurred,
the following procedure shall be used :

(1) First, as of the close of a taxable year, the percentage of the
total fair market value of stock owned, actually and constructively,
by each of the 10 persons (more or less) selected under paragraph (c)
of this section shall be computed. For this purpose, each person in-
cluded in selecting such 10 persons shall be treated as a separate
person even though any such persons are considered as only one person
under such paragraph (c) in selecting the 10 persons who own the
greatest percentage of the fair market value of the outstanding stock.

(i1) Second, the percentage of the total fair market value of stock
owned, actually and constructively, by each of such persons as of the
beginning of the current taxable year or the prior taxable year, which-
ever is applicable, shall be computed.

(ii1) Third, after computing the percentage of the total fair mar-
ket value of stock owned by each of the persons as of the close of the
current taxable year and as of the beginning of the applicable year, a
comparison shall be made between the percentages owned by each such
person as of each such date.

(iv) Fourth, with respect to each person who sustained an increase
in percentage ownership, the portion of such increase which is attribut-
able to a transaction or transactions described in paragraphs (e), (f),
and (g) of this section shall be determined.

(v) Finally, the increases in percentage ownership attributable to
such transaction or transactions shall be totaled and the resulting
figure shall be used in determining whether a “change of ownership”
has occurred.

(4) This paragraph may be illustrated by the following examples:

Example (1). Assume that a loss corporation has changed its
trade or business during the current taxable year ending on December
31, 1960. Assume further that the following table shows the per-
centage of the fair market value of the outstanding stock owned by
each stockholder as of December 31, 1960, and the percentages owned
by such stockholders as of January 1, 1960, and January 1, 1959. The
percentage of stock actually owned is followed in parentheses by the
percentage owned actually and constructively under section 318(a).
It is assumed that all increases in actual ownership are attributable
to a purchase or purchases of stock described in paragraph (e) of this
section.

(i) The 10 persons (more or less) who own the greatest percentage
of the fair market value of the outstanding stock on December 81,
1960 (as selected under paragraph (c) of this section), are A through
N and S. Each of such persons is treated as a separate person in
computing increases in percentage ownership.

(i1) A and B each owns, actually and constructively, 23 percent of
the outstanding stock on December 31, 1960, 15 percent on January
1, 1960, and 15 percent on January 1, 1959. Therefore, as of Decem-
ber 31, 1960, A and B each has sustained an increase of 8 percentage
points since January 1, 1960, and a similar increase since January 1,
1959. A’s increase 1s not attributable to a purchase by him. B’ in-
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Stockholder December 31, 1960 January 1, 1960 January 1, 1959
___________________________ 10 (23)% 15 (15)% 15 (15)%

B (A's wife) ______ e 10 (23) 0 (15) 0 (15)
Co - 10 (25) 10 (25) 0 (0)
D (Cswife) _____ ... 5 (25) 5 (25) 0 (10)
E Sonof Cand D) __._________ 5 (20) 5 (20) 0 (0
F (Daughter of Cand D). __._ 5 (20) 5 (20) 0 (0)
G 10 (10) 10 (10) 0 (0)
5 (5) 0 (0 0 (0)

5 (5) 0 (0) 0 (0)

5 (5) 0 (0) ¢ (0

5 (5) 0 (0) 0 (0)

5 (5) 5 (5) 5 (5)

4 (4) 0 (0) 0 (0)

4 (4) 0 (0) 0 (0)

3 (3) 3 (3) 3 (3)

3 (3) 3 (3) 3 (3)

Q 3 (3) 3 (3) 3 (3)
R (Grandson of Aand B) _.___._ 3 (3) 0 (0) 0 (0)
S (D’s father) ___ .. __________. 0 (15) 0 (15) 10 (10)

crease, however, is attributable to a purchase by her of 10 percent of
the outstanding stock. Therefore, B’s increase of 8 percentage points
is taken into account in determining whether a “change of ownership”
has occurred.

(iii) C owns, actually and constructively, 25 percent of the out-
standing stock on December 31, 1960, 25 percent on January 1, 1960,
and none on January 1, 1959. Therefore, as of December 31, 1960, C
has sustained no increase since January 1, 1960, but he has sustained
an increase of 25 percentage points since January 1, 1959. Of this
increase 10 percentage points are attributable to a purchase by C.

(iv) D owns, actually and constructively, 25 percent of the out-
standing stock on December 31, 1960, 25 percent on January 1, 1960,
and 10 percent on January 1, 1959. Therefore, as of December 31,
1960, D has sustained no increase since January 1, 1960, but she has
sustained an increase of 15 percentage points since January 1, 1959.
}?f this increase 5 percentage points are attributable to a purchase

v D.

(v) E and F each owns, actually and constructively, 20 percent of
the outstanding stock on December 31, 1960, 20 percent on January 1,
1960, and none on January 1, 1959. Therefore, as of December 31,
1960, E and F each has sustained an increase of 20 percentage points
since January 1, 1959, of which 5 percentage points in each case are
attributable to a purchase.

(vi) G has sustained an increase of 10 percentage points since
January 1, 1959, all of which are attributable to a purchase by G.

(vi1) H, T, J, and K each has sustained an increase of 5 percentage
points since January 1, 1960, and a similar increase since January 1,
1959, all of which are attributable to purchases.

(viii) L has sustained no increase in percentage points.

_ (ix) M and N each has sustained an increase of 4 percentage points
since January 1, 1960, and a similar increase since J anuary 1, 1959,
all of which are attributable to purchases.

(x) S hassustained an increase of 5 percentage points since J anuary
1, 1959, but the increase is not attributable to a purchase by S.
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(x1) The aggregate increase in percentage ownership (attributable
to purchases) since January 1, 1960, is 36 percentage points (8 points
from B, 5 each from H, I, J, and K, and 4 each from M and N).

(xil) Since an aggregate increase (attributable to transactions de-
seribed in paragraph (e)) in stock ownership of at least 50 percentage
points has not occurred since January 1, 1960, the beginning of the
taxable year, it is necessary to determine whether such an increase has
occurred since January 1, 1959, the beginning of the prior taxable
year. The aggregate increase in percentage ownership (attributable
to purchases) since January 1, 1959, is 71 percentage points (8 from B,
10 each from C and G, 5 each from D, E, F, H, I, J, and K, and 4 each
from M and N). Therefore, section 382(a) applies as of December
31, 1960, to eliminate any net operating loss carryovers from 1959 and
earlier taxable years to 1960 and subsequent taxable years.

Ezample (2). Assume that a loss corporation has changed its
trade or business during the current taxable year ending on Decem-
ber 81, 1960. Assume further that the following table shows the per-
centage of the fair market value of the outstanding stock owned by
each stockholder as of December 31, 1960, and the percentages owned
by such stockholders as of January 1, 1960. The percentage of stock
actually owned is followed in parentheses by the percentage owned
actually and constructively under section 318(a). It is assumed that
all increases in actual ownership are attributable to a purchase or
purchasges of stock described in paragraph (e) of this secticn.

Stockholder ‘ December 31, 1260 January 1, 1960
Partnership AB_ _ _ _ . __ 20 (100)9%, 0 Y%
A (a 50-percent partnerin AB)________________ 40 ( 70) 40 (40)
B (a 50-percent partner in AB)________________ 30 ( 70) 0 (20)
C Bswife) oo 10 ( 70) 0 (20)

(i) Since there are less than 10 stockholders as of December 31,
1960, all of such stockholders are included among the persons who own
the greatest percentage of stock.

(11) Since partnership AB owns, actually and constructively, 100
percent of the outstanding stock on December 31, 1960, and 40 percent
on January 1, 1960, AB has sustained an increase of 60 percentage
points. Of this increase 20 percentage points are attributable to a
purchase by AB.

(1i1) A has sustained an increase of 30 percentage points, but none
of such increase is attributable to a purchaseby A.

(iv) B has sustained an increase of 50 percentage points, of which
80 are attributable to a purchase by B.

(v) C has sustained an increase of 50 percentage points, of which
10 are attributable to a purchase by C.

(vi) Since there has been an aggregate increase (attributable to
transactions described in paragraph (e) of this section) of 60 percent-
age points since January 1, 1960, section 382(a) applies as of Decem-
ber 31, 1960, to eliminate any net operating loss carryovers from 1959
and earlier taxable years to 1960 and subsequent taxable years.

Erample (3). (1) Assume that on June 15,1959, A, an individual,
purchases (within the meaning of section 382(a) (4) and paragraph
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(e) of this section) 100 percent of the outstanding stock of X Corpora-
tion, a loss corporation which makes its return on the basis of the
calendar year. On June 30, 1959, A transfers such stock to Y Corpora-
tion, the entire outstanding stock of which is owned by A. During
September 1959, the business of X Corporation is changed. )

(ii) Since, as of December 31, 1959, A is considered under section
318(a) as owning 100 percent of the outstanding stock of X Cor-
poration and he owned none of such stock on January 1, 1959, and
since A’s increase in percentage points is attributable to a purchase of
such stock by him, section 382(a) applies as of December 31, 1959, to
eliminate any net operating loss carryovers from 1958 and earlier tax-
able years to 1959 and subsequent taxable years. .

(e) Meaning of “purchase”—(1) In determining whether a
“change of ownership” has occurred, an increase in stock ownership
which is attributable to an acquisition of stock by the person sustain-
ing the increase (whether the stock acquired is stock of the loss cor-

oration or of a corporation owning stock in the loss corporation)
shall be taken into account only if such increase is attributable to a
purchase (or purchases) by such person, as defined in section 382(a)
(4) and this paragraph. There is a “purchase” of stock only if—
(1) The basis of such stock is determined solely by reference
to its cost to the acquirer thereof, and
(ii) Immediately before its acquisition the ownership of such
stock would not be attributed to the acquirer by application of
the constructive ownership rule of paragraph (a)(2) of this
section.
For purposes of subdivision (1) of this subparagraph, if the basis of
the stock is determined by reference to its basis in the hands of the
transferor thereof or of another person, or by reference to the basis
of property (other than cash or its equivalent) exchanged for such
stock, then the basis of such stock is not determined solely by refer-
ence to its cost to the acquirer. Thus, an acquisition of stock by
gift or bequest is not a purchase. However, if stock is received in
a taxable exchange, its basis is considered to be determined solely b
reference to its cost to the acquirer. Thus, if A owns a house whic
he exchanges for stock in a loss corporation, the basis of the stock is
determined solely by reference to its cost to A. For purposes of sub-
division (ii) of this subparagraph, if, immediately before any acquisi-
tion of stock, the acquirer would be considered under the construc-
tive ownership rule of paragraph (a) (2) of this section as owning less
than 100 percent of the stock owned by the transferor, then the ac-
quirer shall be considered as owning, immediately before such acquisi-
tion, only that proportion of the stock so acquired as is equal to the
proportion of the total stock owned by the transferor which the
acquirer would be so considered as owning at such time. Thus, if
A acquires stock from B, his wife, A has not made a “purchase” be-
cause all the stock so acquired would be considered as owned by A
immediately before the acquisition. However, if C and D (who are
otherwise unrelated) are equal partners in a partnership and if C
acquires 50 shares of stock from D, only 25 of such shares will be
considered as owned by C immediately before the acquisition.

(2) If a person acquires stock (or an interest in a partnership,

trust, or estate) with a view to invoking the constructive ownership
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rule of paragraph (a)(2) of this section so that a later acquisition
of stock by, or from, such person will not qualify as a “purchase”
under section 382(a)(4), the earlier acquisition will be disregarded
solely for the purpose of determining whether the later acquisition
is a “purchase” Moreover, in determining whether an acquisition
of stock is a “purchase” under section 382(a) (4), negligible holdings
of stock or of an interest in a partnership, trust, or estate will be
disregarded. This subparagraph may be illustrated by the follow-
ing example:

Fxample. A owns all or part of the outstanding stock of X Cor-
poration, a loss corporation. A desires to sell his stock to Y Corpora-
tion and Y Corporation desires to purchase such stock. However, Y
Corporation wishes to avoid the provisions of section 382(a). There-
fore, A buys stock of Y Corporation and thereafter Y Corporation
acquires for cash all or part of A’s stock in X Corporation. Since
the purpose of A’s acquisition of stock in Y Corporation is avoidance
of the provisions of section 882(a), such acquisition is ignored and Y
Corporation’s acquisition from A of stock in X Corporation is con-
sidered a “purchase” under section 382(a) (4).

(£) Increase in percentage points attributable to an indirect pur-
chase of stock— (1) An increase in percentage points may be attrib-
utable to a purchase of stock of a corporation which owns stock of
the loss corporation. For example, if X Corporation owns 100 shares
of stock of Y Corporation and if A purchases 20 percent in value of
the outstanding stock of X Corporation, this will be considered a
purchase by A of 20 shares of stock of Y Corporation.

(2) An 1increase In percentage points may also be attributable to
a purchase of an interest in a partnership or trust which owns stock
of the loss corporation. For example, if a partnership owns 100 shares
of the stock of Y Corporation, a purchase by A of a 20-percent interest
in the partnership will be considered a purchase by A of 20 shares
of the stock of Y Corporation. Similarly, if a trust owns 100 shares’
of stock of a loss corporation, and if A purchases an interest in the
trust which on an actuarial basis is worth 20 percent, this will be con-
sidered a purchase by A of 20 shares of stock of the loss corporation.

o) Inerease in percentage points atiributable to a decrease in
outstanding stock—(1) An increase in percentage points may be
attributable to a decrease in the amount of outstanding stock of a
loss corporation. For example, if A and B each owns 50 percent in
value of the outstanding stock of X Corporation, a redemption by X
Corporation of all of B’s stock will increase A’s ownership of stock
by 50 percentage points.

(2) An increase in percentage points may also be attributable to a
decrease in the outstanding stock of a corporation owning, directly or
indirectly, stock in the loss corporation. %or example, if X Corpora-
tion owns 100 percent of the outstanding stock of Y Corporation, a
loss corporation, and if A and B each owns 50 percent of the value of
the outstanding stock of X Corporation, a redemption by X Corpora-
tion of all of B’s stock will increase A’s indirect ownership of the
outstanding stock of Y Corporation by 50 percentage points.

(3) If a decrease in the amount of outstanding stock of a corpora-
tion (whether a loss corporation or a corporation owning, directly
or indirectly, stock in a loss corporation) results from a redemption to



§ 382.] 108

pay death taxes to which section 303 applies, such decrease shall not
be “taken into account in determining whether there has occurred an
increase of at least 50 percentage points under paragraph (d) of this
section. For purposes of the preceding sentence, a decrease in out-
standing stock results from a redemption to which section 303 applies
only to the extent that the amount distributed in redemption does not
exceed the sum of the items described in paragraphs (1) and (2) of
section 803(a). Thus, if the amount of $100,000 is distributed in
redemption of 100 shares and if the sum of the items described in
paragraphs (1) and (2) of section 303(a) is $60,000, a decrease in
outstanding stock of only 60 shares will be considered to result from
a redemption to which section 303 applies. o )

(h) Change in trade or business—(1) The provisions of section
382(a) are applicable only if the loss corporation has not continued
to carry on a trade or business substantially the same as that conducted
before any increase in stock ownership which is taken into account
in determining under paragraph (d) of this section whether a change
of ownership has oceurred. The change in trade or business may
occur at any time on or after the date of the earliest such increase
during the period beginning on the first day of the loss corporation’s
prior taxable year. For example, assume that on December 31, 1958
(the end of the corporation’s taxable year), the following sharehold-
ers own a percentage of the fair market value of the outstanding stock
which is greater than each owned at the beginning of the corporation’s
prior taxable year (January 1, 1957) and that all increases are at-
tributable to purchases within the meaning of paragraph (e) of this
section. The increase in percentage points and the date of purchase
isshown for each such shareholder:

Shareholder Increase Date of purchase
Percent
A e 20 | September 15, 1958.
B o e 20 | June 15, 1958,
C e e 10 | Mareh 15, 1958.
D 10 | June 15, 1957,

Since there have been increases in stock ownership which aggregate
at least 50 percentage points, section 382(a) is applicable if the cor-
poration has not continued to carry on a trade or business substan-
tially the same as that conducted immediately before June 15, 1957,
the date on which the first purchase occurred during the 2-year period.

(2) Section 382(a) may apply as of the close of a taxable year even
though neither a change of ownership nor a change in trade or business
has occurred during such year. For example, if during 1958 there
is a purchase of a least 50 percent of the fair market value of a
corporation’s outstanding stock followed by a change in the corpora-
tion’s trade or business, section 382(a) will apply as of December 31,
1958, to eliminate any net operating loss carryovers from 1957 and
prior taxable years to 1958 and subsequent taxable years, and, even
though no changes in stock ownership occur during 1959, section
382(a) will also apply as of December 31, 1959, to eliminate any net
operating loss carryover from 1958 to 1959 and subsequent taxable
years.
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(3) A change in the trade or business of a corporation made in
contemplation of a change in stock ownership will be treated as if
such change in trade or business had occurred after such change in
stock ownership. For example, if a loss corporation changes its busi-
ness as part of a plan initiated by, or on behalf of prospective buyers
of the loss corporation’s stock who wish to avoid the provisions of
section 382(a), a subsequent sale of stock to such buyers will cause
the change in business to be treated as if it had occurred after the sale.

(4) For purposes of this paragraph, the holding, purchase, or sale
for investments purposes of stock, securities, or similar property shall
not be considered a trade or business unless such activities historically
have constituted the primary activities of the corporation.

(6) In determining whether a corporation has not continued to
carry on a trade or business substantially the same as that conducted
before any increase in the ownership of its stock, all the facts and
circumstances of the particular case shall be taken into account.
Among the relevant factors to be taken into account are changes in
the corporation’s employees, plant, equipment, product, location, cus-
tomers, and other items which are significant in determining whether
there is, or is not, a continuity of the same business enterprise. These
factors shall be evaluated in the light of the general objective of sec-
tion 382(a) to disallow met operating loss carryovers where there is
a purchase of the stock of a corporation and its loss carryovers are
used to offset gains of a business unrelated to that which produced the
losses. However, the prohibited utilization of net operating loss
carryovers to offset gains of a business unrelated to that which pro-
duced the losses is not dependent upon considerations of purpose,
motive, or intent, but rather is established by the objective facts of the
particular case. The principles set forth in this subparagraph shall
be applied in accordance with the rules set forth in the following sub-
paragraphs of this paragraph.

(6) A corporation has not continued to carry on a trade or business
substantially the same as that conducted before any increase in the
ownership of its stock if the corporation is not carrying on an active
trade or business at the time of such increase in ownership. Thus,
if the corporation is inactive at the time of such an increase and sub-
sequently s reactivated in the same line of business as that originally
conducted, the corporation has not continued to carry on a trade or
business substantially the same as that conducted before such increase
in stock ownership. This subparagraph may be illustrated by the
following examples:

Example (1). X Corporation is engaged in the business of manu-
facturing and selling machinery. On January 1, 1958, the corpora-
tion suspends its manufacturingb activities and begins to reduce its
inventory of finished products because of general adverse business
conditions and lack of profits. During the period between January 1
and September 1, 1958, the business of the corporation remains dor-
mant. On September 1, 1958, A, an individual, purchases at least
50 percent in value of X Corporation’s outstanding stock, On Octo-
ber 1, 1958, the corporation begins to manufacture the same type of
machinery it manufactured before January 1, 1958. The reactiva-
tion of the corporation in the same line of business as that conducted
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before January 1, 1958, does not constitute the carrying on of a trade
or business substantially the same as that conducted before the in-
crease in stock ownership.

Exomple (2). Y Corporation is engaged in the business of manu-
facturing machinery. On January 1, 1958, the corporation suspends
its manufacturing activities because of a fire which disrupts the opera-
tion of its plant. During the period between January 1 and June 1,
1958, substantial efforts are made to reactivate the business of the
corporation by reconstructing the damaged plant. On June 1, 1958,
A, an individual, purchases at least 50 percent in value of Y Corpora-
tion’s outstanding stock. On July 1, 1958, the corporation resumes
its normal manufacturing activities. "The fact that the corporation’s
normal activities are temporarily suspended at the time of the increase
in ownership does not of itself constitute a failure to carry on a trade
or business substantially the same as that conducted before the increase
in stock ownership.

(7) A corporation has not continued to carry on a trade or business
substantially the same as that conducted before an increase in the
ownership of its stock if the corporation discontinues more than a
minor portion of its business carried on before such increase. In
determining whether the discontinued activities are more than “minor”
for purposes of the preceding sentence, consideration shall be given
to whether the discontinuance of the activities has the effect of utiliz-
ing loss carryovers to offset gains of a business unrelated to that which
produced the losses. This subparagraph may be illustrated by the
following examples:

Example 1. X Corporation, a calendar-year taxpayer, is engaged
in three separate businesses, A, B, and C. Approximately one-half
of X Corporation’s total business activities (measured in terms of
capital invested, gross income, size of payroll, and similar factors)
relates to business A, 30 percent to business B, and the remaining 20
percent to business C. On December 31, 1957, X Corporation has
substantial net operating loss carryovers all of which are attributable
to the operation of business C. On June 1, 1958, Y Corporation pur-
chases at least 50 percent in value of X Corporation’s outstanding
stock and during 1959 X Corporation discontinues business C. As of
December 31, 1959, X Corporation has not continued to carry on
substantially the same trade or business as that conducted prior to
the increase in ownership.

Example (2). Assume the same facts as in example (1), except
that all of X Corporation’s net operating loss carryovers are attribut-
able to business A and that the capital released by the discontinuance
of business C is used to revitalize business A. Since the discontinu-
ance of business C does not result in the utilization of net operating
losses attributable to one business to offset gains of a business unre-
lated to that which produced the losses, the discontinuance of such
business does not of 1tself constitute the failure to carry on substan-
tially the same trade or business as that conducted prior to the in-
crease in ownership.

(8) If, after an increase in ownership, the corporation centinues to
carry on its prior business activities substantially undiminished, the
addition by the corporation of a new trade or business does not con-



111 [§ 382.

stitute a failure to carry on substantially the same trade or business.
This subparagraph may be illustrated by the following example:

Erample. X Corporation, a calendar-year taxpayer, is engaged in
the manufacture and sale of electrical appliances and has substained
substantial net operating losses. On June 30, 1958, Y Corporation
purchases 100 percent of X Corporation’s outstanding stock. During
1959, X Corporation continues substantially undiminished its activi-
ties in the manufacture and sale of electrical appliances and also
diversifies its activities by acquiring a cement manufacturing plant.
The addition of the cement manufacturing business by X Corporation
does not of itself constitute a failure to carry on substantially the
same trade or business even though net operating loss carryovers at-
tributable to the electrical appliance business are used to offset profits
of the cement manufacturing business. See, however, section 269
and the regulations thereunder.

(9) A corporation has not continued to carry on a trade or busi-
ness substantially the same as that conducted before any increase in
the ownership of its stock if the corporation changes the location of
a major portion of its activities and as a result of such change in loca-
tion the business of the corporation is substantially altered. This
subparagraph may be illustrated by the following examples:

Ezample (7). X Corporation, a calendar-year taxpayer, is en-
gaged in the business of manufacturing in State A and has sustained
substantial net operating losses. On June 30, 1958, Y Corporation
purchases all of X Corporation’s outstanding stock. During 1959,
X Corporation transfers its operations to State B which is several
hundred miles distant from State A. In order to effect the change
in location, X Corporation disposes of its plant and a large portion
of its machinery located in State A. The distance between State A
and State B makes it necessary for the majority of the employees of
X Corporation to terminate their employment with X Corporation.
During 1959, X Corporation resumes its manufacturing activities in
State B and continues to make the same product and to serve sub-
stantially the same group of customers. However, by reason of the
changes in location, employees, plant, and equipment, X Corpora-
tion on December 31, 1959, is not carrying on substantially the same
trade or business as that conducted prior to the increase in ownership.

Example (2). Y Corporation, a calendar-year taxpayer, is en-
gaged in the operation of a department store in city A. On June
30, 1958, Z Corporation purchases all of the outstanding stock of Y
Corporation. During 1959, Y Corporation transfers its operations
to town B, a suburb of city A. By reason of the change in location,
Y Corporation disposes of its interest in the building formerly
occupied by it in city A and also substitutes new equipment for a
major portion of the equipment formerly utilized by it in city A.
After the change in location, Y Corporation continues to sell substan-
tially the same products to substantially the same customers or to
customers drawn from substantially the same area and retains sub-
stantially all of the employees formerly employed in city A. Under
such circumstances, the change of location does not result in a failure
to carry on substantially the same trade or business as that conducted
before the increase in ownership.
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Ezample (3). Z Corporation, a calendar-year taxpayer, operates
a retail liquor store in town M, utilizing the services of 10 employees.
On June 30, 1958, individual A purchases all of the stock of Z Cor-
poration. During 1959, Z Corporation transfers 1its operations to
town O, a distance of 5 miles from its former location. By reason
of the change in location, Z Corporation disposes of its interest in the
premises formerly occupied by it and also disposes of the license and
Tranchise issued by town M.  During 1959, Z Corporation transfers
its inventory of liquor to its new location and resumes 1ts retail liquor
activities under a license and franchise issued by town O. Z Corpora-
tion continues to employ 5 of the 10 employees formerly employed in
town M, but the corporation does not serve substantially the same
customers or customers drawn from substantially the same area.
Under these circumstances, the change of location results in a failure
to carry on substantially the same trade or business as that conducted
before the increase in ownership. )

(10) A corporation has not continued to carry on a trade or busi-
ness substantially the same as that conducted before any increase in
the ownership of its stock if the corporation is primarily engaged in
the rendition of services by a particular individual or individuals
and, after the increase in ownership, the corporation is primarily en-
gaged in the rendition of services by different individuals. This
subparagraph may be illustrated by the following examples:

Example (1). X Corporation, a calendar-year taxpayer, is en-
gaged in the business of selling real estate and insurance primarily
through the services of individual A as broker. On June 30, 1958,
individual B purchases all of the stock of X Corporation, and individ-
ual A retires from the business. During the latter part of 1958, X
Corporation is engaged primarily in rendering the brokerage services
of individual B in the sale of insurance and real estate. On December
31, 1958, the corporation has not continued to carry on a trade or
business substantially the same as that conducted before the increase
in ownership.

Example (2). Y Corporation, a calendar-year taxpayer, is engaged
in the business of operating a beauty salon with 10 employees under
the supervision of individual A, who owns all of the stock of Y Cor-
poration and who is held out to the public as the corporation’s prin-
cipal beauty consultant. However, the quality of the services rendered
by each of the 10 employees is primarily responsible for attracting the
corporation’s clientele. On June 30, 1958, individual B purchases all
of the outstanding stock of Y Corporation and individual A retires
from the business. During 1959, Y Corporation continues to operate
the beauty salon in the same location and continues to serve substan-
tially the same group of customers with substantially the same em-
ployees under the supervision of individual B, who is held out to the
public as the corporation’s principal beauty consultant. On Decem-

“ber 31, 1959, Y Corporation has continued to carry on substantially
the same trade or business as that conducted before the increase in
ownership.

§ 1.882(b) Starurcry Provistons; Specran LamrratioNs oN Ner
OrperaTiNG Loss Carrvovers; CHANGE oF OWNERSHIP A8 THE REsunr
OF A REORGANIZATION,
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SHC. 382. SPECIAL LI‘\IITATIO\'S ON NET OPERATING LOSS
CARRYOVERS. * *
(b) CHANGE OF OWNERSIIIP A8 THE RESULT OF A REORGANIZATION.—

(1) IN GENERAL.—If, in the case of a reorganization specified in
paragraph (2) of section 381(a), the transferor corporation or the
acquiring corporation—

(A) Has a pet operating loss which is a net operating loss
carryover to the first taxable year of the acquiring corporation
ending after the date of transfer, and

(B) The stockholders (immediately before the reorganiza-
tion) of such corporation (hereinafter in this subsection
referred to as the ‘“loss corporation”), as the result of owning
stock of the loss corporation, own (immediately after the
reorganization) less than 20 percent of the fair market value
of the outstanding stock of the acguiring corporation, the total
net operating loss earryover from prior taxable years of the loss
corporation to the first taxable year of the acquiring corpora-
tion ending after the date of transfer shall be reduced by the
percentage determined under paragraph (2).

(2) REDUCTION OF NET OPERATING LOSS CARRYOVER.~—The reduction
applicable under paragraph (1) shall be the percentage determined
by subtracting from 100 percent—

(A) The percent of the fair market value of the outstanding
stock of the acquiring corporation owned (immediately after
the reorganization) by the stockholders (immediately before
the reorganization) of the loss corporation, as the result of
owning stock of the loss corporation, multiplied by

(B) Five.

(3) EXCEPTION TO LIMITATION IN THIS SUBSECTION.—The limita-
tion in this subsection shall not apply if the transferor eorporation
and the acquiring corporation are owned substantially by the same
persons in the same proportion.

(4) NET OPERATING LOSS CARRYOVERS TC SUBSEQUENT YEARS.—In
computing the net operating loss carryovers to taxable years subse-
quent to a taxable year in which there was a limitation applicable
to a net operating loss carryover by opcration of this subsection,
the income in such taxable year, as computed under section 172(b)
(2), shall be increased by the amount of the reduction of the total
net operating loss carryover determined under paragraph (2).

(5) ATTRIBUTION OF OWNERsHIP.—If the transferor corporation
or the acquiring corporation owns (immediately before the reor-
ganization) any of the outstanding stock of the loss corporation,
such transferor corporation or acquiring corporation shall, for pur-
poses of this subsection, be treated as owning (immediately after
the reorganization) a percentage of the fair market value of the
acquiring corporation’s outstanding stock which bears the same
ratio to the percentage of the fair market value of the outstanding
stock of the loss corporation (immediately before the reorganiza-
tion) owned by such transferor corporation or acquiring corporaticn
as the fair market value of the total outstanding stock of the loss
corporation (immediately before the reorganization) bears to the
fair market value of the total outstanding stock of the acquiring
corporation (immediately after the reorganization).

(6) STOCK OF CORPORATION CONTROLLING ACQUIRING CORPORATION.—
If the stockholders of the loss corporation (immediately before the
reorganization) own, as a result of the reorganization, stock in a
corporation controlling the acquiring corporation, such stock of the
controlling corporation shall, for purposes of this subsection, be
treated as stock of the acquiring corporation in an amount valued
at an equivalent fair market value.

§ 1.382(b)-1 CiraNer or OWNERSHIP As THE RESULT oF A REORGANT-
zaTION.—(2) [n general.—(1) Section 382(b) (1) provides that if, in
the case of a reorganization described in section 381(a)(2), either
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the transferor corporation or the acquiring corporation has a net
operating loss carryover which is a carryover to the first taxable year
of the acquiring corporation ending after the date of transfer, the
amount of such carryover which may be used by the acquiring corpora-
tion is reduced unless the stockholders (immediately before the reor-
ganization) of the corporation possessing the carryover (hereinafter
called the “loss corporation”) own, immediately after the reorganiza-
tion, at least 20 percent of the fair market value of the outstanding
stock of the acquiring corporation. See paragraph (b) of § 1.381(b)-1
for determination of the date of transfer, and paragraph (b) of this
section for computation of the amount of the reduction.

2) The ownership of at least 20 percent of the fair market value
of the stock of the acquiring corporation after the reorganization
must result from the ownership of stock in the loss corporation im-
mediately before the reorganization. Thus, if stockholders of a trans-
feror-loss corporation before the reorganization also own stock of
the acquiring corporation at such time, such stock of the acquiring
corporation 1s not considered as owned after the reorganization by
such stockholders as a result of owning stock in the loss corporation
in determining whether the 20-percent requirement is satisfied. More-
over, the stockholders (immediately before the reorganization) of a
transferor-loss corporation shall not be regarded as owning, im-
mediately after the reorganization, any stock of the acquiring cor-
poration which is not distributed to such stockholders pursuant to
the plan of reorganization.

(3) If the net operating loss carryovers of a loss corporation are
reduced under section 382 (b) (1), then in computing the net operating
loss deduction of the acquiring corporation for its first taxable
year ending after the date of transfer, that portion of such deduction
which is attributable to the net operating loss carryovers of the loss
corporation is limited to the amount of such carryovers minus the re-
duction. Thus, if the net operating loss carryovers of the loss cor-
poration are $100,000 and if the amount of the reduction is $60,000,
only $40,000 of such carryovers may be used by the acquiring cor-
poration in computing its net operating loss deduction under
section 172 (a) for its first taxable year ending after the date of trans-
fer. The reduction provided in section 382(b) (1) is applied to the
aggregate of the allowable net operating loss carryovers of the loss
corporation without regard to the taxable years in which the net
operating losses were sustained.

(4) See paragraph (e) of this section for the effect of the reduction
in subsequent taxable years of the acquiring corporation.

(5) The reduction provided by section 382(b) (1) may apply to the
carryovers of more than one corporation a party to the reorganization.
For example, assume that X Corporation acquires the assets of Y
Corporation and of Z Corporation in a reorganization described in
section 381(a) (2) and that both X Corporation and Y Corporation
have net operating loss carryovers at the date of the reorganization.
The reduction under section 882(b) (1) will apply to the net operating
loss carryovers of X Corporation unless the stockholders (immediately
before the reorganization) of X Corporation own, immediately
after the reorganization, at least 20 percent of the fair market value



115 [§ 382.

of the outstanding stock of X Corporation. Similarly, the reduction
under section 382(b) (1) will apply to the net operating loss carry-
overs from Y Corporation unless the stockholders (immediately before
the reorganization) of Y Corporation own, immediately after the
reorganization, at least 20 percent of the fair market value of the
outstanding stock of X Corporation.

(6) Section 382(b) applies only with respect to those reorganiza-
tions described in section 381(a)(2). However, a series of transac-
tions which purport to be a reorganization qualifying under section
368(a) (1) (B) followed by a liquidation qualifying under section
332, but which in substance comprise a reorganization qualifying
under section 368 (a) (1) (C), will be considered as a reorganization of
the last-described type for purposes of section 332(b) and this section.

(7) See §1.382(¢c)-1 for definition of the term “stock™ as used in
this section.

(b) Amount of reduction—(1) The amount of the reduction pro-
vided in section 382 (b) (1) shall be determined as follows:

(i) Determine the percentage of the fair market value of the out-
standing stock of the acquiring corporation owned, immediately
after the reorganization, by the stockholders (immediately before
the reorganization) of the loss corporation, which is attributable to
their ownership of stock in the loss corporation immediately before the
reorganization.

(i1) If the percentage determined under subdivision (i) is less
than 20 percent, compute the difference between such percentage and
20 perceitt, and multiply such difference by five. The resulting prod-
uct is the percentage by which the net operating loss carryovers are
reduced.

(2) Subparagraph (1) of this paragraph may be illustrated by the
following example:

Erample. Assume that X Corporation acquires the assets of Y
Corporation, a loss corporation, in a reorganization deseribed in sec-
tion 381(a) (2), and that immediately after the reorganization the
former stockholders of Y Corporation, as the result of owning stock
of Y Corporation, own 8 percent of the fair market value of X Corpo-
ration’s outstanding stock. The difference between 8 percent and 20
percent is 12 percent, which when multiplied by five produces 60 per-
cent. Therefore, the amount of the reduction is equal to 60 percent
of the net operating loss carryovers from the loss corporation, so that
if the net operating loss carryovers from Y Corporation amounted to
£100,000, the amount of the reduction would be $60,000.

(¢) Acquisitions designed to aroid section 382(b).—The purpose
of the 20-percent requirement of section 382(b) (1) is to ensure that
the net operating loss carryovers from a corporation a party to a
reorganization will be allowed in full only when the shareholders of
the loss corporation have a substantial continuing interest in the
acquiring corporation, thereby ensuring that the carryovers will be
utilized to some extent for the benefit of those persons who were own-
ers of the loss corporation before the reorganization. Therefore, in
applying section 382(b) (1), any acquisition of stock of a loss corpora-
tion will be disregarded if made for the purpose of avoiding the 20-
percent continuity of interest requirement. Moreover, two or more
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successive reorganizations will be treated as if they had occurred
simultaneously in cases where they are undertaken with a view to
avoiding the 20-percent continuity requirement. These rules may be
illustrated by the following examples: ) . )

Example (1). Assume that X Corporation desires to merge into
Y Corporation, a loss corporation, in a reorganization. A and B, who
are the controlling stockholders of X Corporation, with a view to
avoiding the 20-percent continuity of interest requirement of section
382(b) ﬁ), acquire for cash 40 percent of the fair market value of
the outstanding stock of Y Corporation (or acquire an option to pur-
chase such stock, which option they exercise shortly after the merger).
Thereafter, Y Corporation acquires the assets of X Corporation in a
reorganization to which section 381(a) applies. In determining
whether the 20-percent continuity requirement is satisfied (and, if not,
the amount of the reduction under section 382(b) (2)), the stock of
Y Corporation purchased by A and B (or acquired upon their ex-
ercise of the option) will be considered as outstanding immediately
after the reorganization but will not be considered as owned by
persons who were stockholders of Y Corporation immediately before
the reorganization.

Example (2). Assume that X Corporation, which has a net worth
of $2,000,000, desires to acquire the assets of Y Corporation, a loss
corporation, which has a net worth of $100,000. X Corporation also
desires to acquire the assets of Z Corporation, which has a net worth
of $400,000. With a view to avoiding the 20-percent continuity re-
quirement, Z Corporation acquires the assets of Y Corporation in a
reorganization to which section 381(a) applies. Immediately after
the reorganization, the former stockholders of Y Corporation own 20
percent of the fair market value of the outstanding stock of Z Corpo-
ration. Shortly thereafter, X Corporation acquires the assets of
Z Corporation n a reorganization to which section 381(a) applies.
Immediately after the reorganization, the former stockholders of Y
Corporation own 4 percent of the fair market value of the outstanding
stock of X Corporation. Under these circumstances, the application
of section 882(b) (1) to the net operating loss carryovers of Y Cor-
poration shall be determined by reference to the fair market value of
the outstanding stock of X Corporation owned, immediately after the
successive reorganizations, by the stockholders (immediately before
the successive reorganizations) of Y Corporation. Therefore, the net
operating loss carryovers from Y Corporation will be reduced by 80
percent.

(d) Lwception to application of section 382(b).—(1) Section 382
(b) (3) provides an exception to the application of the reduction pro-
vided in section 882(b) (1). Under this exception there is no reduc-
tion 1f, immediately before the reorganization, the transferor corpora-
tion and the acquiring corporation are owned substantially by the
same persons in the same proportion. If the acquiring corporation is
not in existence immediately before the reorganization (as in the case
of a statutory consolidation), the requirements of section 382 (b) (3)
are not met unless the transferor corporations immediately before the
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reorganization are owned substantially hy the same persons in the
same proportion.

(2) The transferor corporation and the acquiring corporation will
be considered as owned substantially by the same persons in the same
proportion only if the same persons own substantially all the stock
of the corporations in substantially the same proportion. This rule
may be illustrated by the following examples:

FExample (1). A and B each owns 50 percent of the fair market
value of the outstanding stock of X Corporation. A owns 52 percent
and B owns 48 percent of the fair market value of the ontstanding
stock of Y Corporation. Y Corporation acquires the assets of X Cor-
poration in a reorganization to which section 881(a) applies. The
exception provided in section 382(b) (3) is applicable.

Frample (2). A and B each owns 50 percent of the fair market
value of the outstanding stock of X Corporation. A owns 60 percent
and B owns 40 percent of the fair market value of the outstanding
stock of Y Corporation. Y Corporation acquires the assets of X Cor-
poration in a reorganization to which section 381(a) applies. The
exception provided in section 382(b) (3) is not applicable.

Example (3). A and B each owns 48 percent of the fair market
value of the outstanding stock of X Corporation and of Y Corpora-
tion. C owns the remaining 4 percent of X Corporation and D owns
the remaining 4 percent of Y Corporation. Y Corporation acquires
the assets of X Corporation in a reorganization to which section 381
(a) applies. The exception provided in section 382(b)(3) is appli-
cable.

FExample (4). A and B each owns 40 percent of the fair market
value of the outstanding stock of X Corporation and of Y Corpora-
tion. C owns the remaining 20 percent of X Corporation and D owns
the remaining 20 percent of Y Corporation. Y Corporation acquires
the assets of X Corporation in a reorganization to which section 381
(a) applies. The exception provided in section 382(b)(3) is not
applicable.

(3) If stock of the transferor or acquiring corporation is acquired
or disposed of for the purpose of meeting the requirements of section
382(b) (3), then for purposes of such section such stock shall not be
considered to be owned by the person who acquired it. For example,
if A, owning 100 percent of the outstanding stock of X Corporation
and 75 percent of the outstanding stock of Y Corporation, a loss
corporation, acquires the remaining 25 percent of the outstanding
stock of Y Corporation with a view to merging the two corporations,
then for purposes of section 382(b) (8) such 25 percent shall not be
considered to be owned by A.

(e) Carryovers to subsequent years~—(1) The reduction provided
in section 382(b) (1) applies only to net operating loss carryovers to
the first taxable year of the acquiring corporation ending after the
date of transfer. TIlowever, section 382(b) (4) contains a rule to en-
sure that the portion of the carryovers equal to the amount of the
reduction will not be available for deduction in subsequent taxable
years of the acquiring corporation. This rule provides that if a re-
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duction is applicable under section 382(b) (1), then in computing net
operating loss carryovers from taxable years of the transferor and
acquiring corporations ending on or before the date of transfer to
taxable years of the acquiring corporation subsequent to the first
taxable year ending after the date of transfer, the income of the ac-
quiring corporation for such first taxable year, as computed under
section 172(b)(2) (without regard to the fact that the deduction
under section 172(a) is reduced by the amount computed under sec-
tion 882(b)(2)), shall be increased by the amount of the reduction
computed under section 382(b) (2) for that year. The preceding rule
may be illustrated by the following example: .

Enample. X Corporation and Y Corporation are organized on
January 1, 1957, and each makes its return on the basis of the calendar
year. On December 31, 1958, Y Corporation acquires the assets of
X Corporation in a reorganization to which section 381(a) applies.
Immediately after the reorganization, those persons who were stock-
holders of X Corporation immediately before the reorganization own
10 percent of the fair market value of the outstanding stock of Y Cor-
poration. The net operating losses and the taxable income (computed
without any net operating loss deduction) of the two corporations
are as follows:

Year X ecorporation Y corporation
(transferor) (acquirer)
1057 - e e (85, 000} ($5, 000)
1958 e (15, 000) (1, 000)
19589 . i e 5, 000

The computation of the carryovers to Y Corporation’s calendar year
1960 may be illustrated as follows:
(i) X Corporation’s 1957 loss—The carryover to 1960 is $0,
computed as follows:

Net operating loss_ $5, 000
Less:
X’s 1958 taxable income______ . _______________________ 20
Y’s 1959 taxable income before adjustment under
section 382(b) (4) oo __ $5, 000
Plus amount of reduction computed under section
382(b) (2) (50% of $20,000) . __________ 10, 000 15,000 15, 000

Carryover to 1960 _______________________ o _____ 0

(i) ¥ Corporation’s 1957 loss—The carryover to 1960 is $0,
computed as follows:

Net operating loss________ $5, 000
Less:
Y’s 1958 taxable income________________________________ $0
Y’s 1959 taxable income before net operating loss
deduction and adjustment under section 382

() (&) oo . $5, 000
Minus Y’s 1959 net operating loss deduction (i.e.,
X’s 1957 earryover) . oo 5, 000

Plus amount of reduction under section 382(b) (2)_ 10, 0600 10, 000 10, 000

Carryover to 1960 _ . __ oo 0
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(ii1) X Corporation’s 1958 loss—The carryover to 1960 is $10,000,
computed as follows:

Net oper